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PREFACE 


This book is based on three lectures, which 1 delivered 
extempore, in November 1958, at the Indian Statistical Institute, 
Calcutta. Some of the people who listened to the lectures sugges- 
ted to me to write them down for publication. In fact, many 
years before I gave the lectures at the Statistical Institute, I had 
an idea of bringing out a publication of this nature. In early 
1950, when I was on the staff of the International Monetary 
Fund, I prepared a paper entitled Fmanda/ Institutions oj India 
with Special Reference to the Mobilisation of Domestic Resour- 
ces for Development, for the use of the EGonomic Commission for 
Asia and the Far East. I had hoped to expand that paper into a 
book but I did nothing in that direction for many years. I must 
thank the authorities of the Indian Statistical Institute and also 
Professor K. B. Madhava, my teacher and a Vice-Chairman of 
the Institute, for having given me an opportunity to fulfil an 
earlier wish of mine. 

I should like to make it clear that this book is mainly a 
factual om, intended to outline the working of the Indian capi- 
tal market, which is by no means under-developed, for the benefit 
of the general reader, though I hope that the research student 
too would find it useful. In the last few years, many developments 
have taken place in the Indian capital market and much data 
have become available. I should think that many foreigners (and 
Indian students of the subject too) have felt the need for a single 
source wherein all the developments and statistical data could 
be got. I have been keen to present as much of statistical data as 
possible, having in mind in particular the audience I addressed 
at Calcutta. I hope that the data are sufficient for the reader to 
form his own judgment on the constitution and functioning of 
the Indian capital market. This is not to say that I 'have refrained 
from making such comments and criticisms as I considered 



appropriate. I should be quite satisfied if itfis regarded as a use- 
ful introduction to the study of the ludiau capital market. The 
writing of this book has been strenuous, since ever so many 
facts and figures have had to be checked, and I hope that there 
are no major inaccuracies. 

It is now my pleasant duty to express my thanks to the 
numerous friends who have helped me in various ways in pre- 
paring this book. My greatest obligation is to the group of young 
friends, comprising P. S. Mirza, K. G. Kurup, K. M. Hanifa, 
M. S. Doreswamy, Y S. Kedari and A. Raman, whose assistance 
has been both generous and spontaneous. I have also received 
valuable comments and suggestions from a number of friends, 
Sarvashri H. T. Parekh, K. N. R. Ramanujam, T, K. Rama- 
subramaniam, M. D. Bhat, V. V. Bhatt, S. G. Madimaa, 
P. S. Nadkarni, K. Madhava Das and P. D. Ojha, who 
have read one or two chapters each. B. R. Tara, S N. Leela 
and K. S. Vasudevan too have been of help. B. S. Doraswamy 
has helped in a unique way, by constantly putting gentle pressure 
on me to complete the manuscript and by generally keeping me 
in good cheer by his warm friendship and hospitality. I also owe 
much to P. R. Brahmanand, the eminent young economist (who 
is generous enough not to have forgotten my having been a 
teacher of his at the University of Mysore); besides giving me 
many valuable suggestions, he arranged for the publication of 
this. He could not have secured for me a more efficient and con- 
siderate publishing house than that of Vora & Co., Publishers Pvt. 
Ltd. whose director, Shri M, K. Vora, has taken much trouble 
to bring out the publication neatly and expeditiously, in which 
task he was ably assisted by the Sirur Printing Press. 

Finally, I wish to place on record that the atmosphere in 
the institution where I work is congenial for research and I would 
like to express my gratitude to its authorities for giving me per- 
mission to publish this. I should like it to make it clear that the 
views that have been expressed in this book are entirely my own 
and should not in any way be associated with the institution 
where I am working. 

BOMBAY-1. 

March 3, 1960, S. L. N. SIMHA ' 
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Chapter I 

INTRODUCTION 

Capital market is an extremely fascinating subject. An 
efficient capital market is an indispensable pre-requisite to eco- 
nomic development. The capital market is essentially an 
institution of a free economy and the subject is of considerable 
importance to us in India although we have embarked on the 
establishment of what is stated to be a socialist pattern of society. 
The precise nature of this Indian brand of socialism is far from 
clear and in any case for many years to come the private sector 
in India will have considerable scope for expansion. It is true that 
over the years, so far as new investment goes, the public sector is 
expected to account for a rising share but as far as one can foresee 
the private sector will continue to have a large sphere of opera- 
tions. In fact, even as regards the resources for the public sector, 
the capital market has a rather important role to play since, ac- 
cording to the declared intentions of the present Government, our 
planning is largely a democratic one, operating primarily through 
the market mechanism, although one may keep an open mind on 
the compatibility of planning and democracy. The Indian capital 
market has made substantial progress during the post-Independence 
period and it has shown resilience. It should be emphasised at the 
outset that the Indian capital market, like the Indian money mar- 
ket, is by no means under-developed. As a matter of fact, the 
organisation of the Indian capitaV market does tot compare un- 
favourably with that of some of even the developed countries, 
though obviously much more requires to be accomplished. 

Fundamentally, the capital market is not different from any 
other market The market mechanism is essentially called for 
because of the fact that we have an exchange economy with spe- 
cialisation of functions. In the present day world, to a not inconsi- 
derable extent, the people who initiate investment activity do not 
have funds for the purpose while there are also people who save 
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but who have no desire to utilise their savings directly for invest- 
ment activity in the sense of establishing a factory or any other 
business enterprise. Hence the need for a market mechanism which 
facilitates the transfer of funds from those who have to those who 
need. The commodity that is dealt with in the capital market is 
long-term money, that is, money which is either lent for long 
periods or is invested more or less perpetually. A business enter- 
prise requires money for two purposes: (i) for the purchase of 
capital equipment and other fixed assets and (ii) for the holding 
of stocks of raw materials and finished goods and also for making 
payment of wages etc. The former requirement is referred to as 
fixed capital or long-term capital, and the market for the provision 
of long-term funds is the capital market. The market for short- 
term money, that is, the use of money for a short period, is called 
the money market proper, commercial banks generally constituting 
the most important source of short-term funds. One might have a 
fruitless debate as to what is ‘long’ period and what is ‘short’ 
period. International convention is to regard any period longer 
than a year as long-term though it is also customary to divide the 
long-term period itself into medium-term (say upto 5-7 years) and 
long-term proper. It should, however, be pointed out that to some 
extent there is over-lapping between the money market proper and 
the capital market. The same institutions often participate in the 
activities of the two markets and there is flow of funds between 
the two markets. The capital market thus refers to all the facili- 
ties and the institutional arrangements for the borrowing and 
the loaning of long-term funds. It is hardly necessary to add 
that capital market has nothing to do with capital goods. It is 
concerned with the raising of money capital. 

It was mentioned earlier that basically the capital market is 
very much like any other market. There are various sources of 
supply and demand. There are variations in supply and demand, 
the variations being cyclical rather than seasonal as in the case 
of money market. Just as the price is the heart of a commodity 
market, the price for the use of money, or what is called the rate 
of interest, is the heart of capital market. Further, even as in 
the case of commodities where there is no single perfect market, 
the capital market is not a completely homogeneous one, though 
money is the most standardised commodity. We have a number 
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of markets* corresponding to the .sub-markets in any commodity,. , 
based on different grades but they are all inter-related, loosely, in ' 
some cases .and closely in others. We have, for instance, the 
market for government seourities; we have the market for deben- 
tures; then again we have the market for long-term agricultural 
credit. Consequently . there is no such thing as a single rate 
^ of interest; we have on the other hand a pattern or complex of 
loiig-temi rates. Corresponding to regional and cyclical variations 
in demand and supply, the rates of interest also vary. 

As in the case of commodities, a marketing organisation, com- 
prising various intermediaries, is required to transfer funds from 
the savers to those who require them for investment. The inter- 
mediaries are the issuing and underwriting agencies, finance and 
stock brokers and institutional agencies such as life insurance 
companies, investment trusts and finance corporations. Since 
money is the most standardised commodity, imperishable and 
with large value in small bulk, the physical part of the marketing 
organisation is different from that of other commodities. There 
are no problems of warehousing, physical testing of quality, grad- 
ing and transport. Also, unlike commodities which ai’c consum- 
ed away, there is secondary trading all the time in the securities 
(shares and debentures), which are issued by those receiving the 
funds from investors. 

The analogy between the capital market and the commoditv 
market can be carried further. In the case of many commodi- 
ties the sources of supply and demand are not purely domestic: 
exports and imports take place on varying scales. In the case 
of capital also movements across the border occur though such 
movements are now subject to many restrictions and are much 
smaller in magnitude in respect of private capital than it used to 
be a quarter of a century ago, even as the flow of commodities is 
not as free as it used to be before. It would be beyond the scope 
of this book to enter into a detailed discussion of the reasons for 
this diminished flow. For one thing, the developed countries, 
which are the source of supply, have themselves required large 
sums of capital for defence, war and post-war reconstruction and 
other investment purposes. For another, the underdeveloped 
countries, which in many cases have .since attained political free- 
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dom, have been chary of receiving foreign private capital because 
of fears of ‘exploitation’ and even endangerment to their recently 
won freedom. Besides, in many countries there has been increas- 
ing tendency to adopt economic policies which, while they may 
be eminently justified from the individual country’s point of view, 
render investment in these countries unattractive to foreigners. Re- 
cently, however, because of the urgency to proceed with economic 
development and the serious drains on the exchange reserves, there 
has been a better appreciation of the need to create a proper cli- 
mate for foreign capital to come in. At the same time, imagi- 
native action is being contemplated in the developed countries to 
expand the flow of capital to the underdeveloped areas. Even so, 
it is doubtful if private capital would be forthcoming in any 
substantial measure to the underdeveloped regions in general. 
Between the developed countries themselves the flow of private 
capital has been gathering momentum in recent years. For the 
underdeveloped countries the main source of capital has been and 
is likely to be international institutions, the World Bank in parti- 
cular, and foreign governments. 

Sources of Supply and Demand 

The demand for capital comes from various sources, but pre- 
dominantly from the manufacturing group. In underdeveloped 
countries like India, in view of its comparatively stagnant nature, 
agriculture is not much of a source of demand for capital. Fur- 
ther, in view of the small scale of agricultural operations, the 
demand for capital is met largely from the unorganised sector, 
that is, from individuals and to a small but growing extent from 
the co-operative institutions. In most countries, the Government 
constitutes an important source of demand for funds. This would 
be for defence purposes or for social and economic development. 
In many underdeveloped economies, however, the government’s 
draft on the capital market is largely for the purpose of economic 
development: in many of these the extent of State participation in 
economic development is of substantial dimensions. The govern- 
ment has been investing not only on such economic overheads 
as transport, irrigation and power development but on basic and 
sometimes even consumer goods industries. Therefore, substan- 
tial sums are required from the capital market. In our own coun- 
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try we have embarked on bold programme of economic de- 
velopment with a substantial volume of Government investment. 
In the First Plan period, out of a total investment of about 
Rs. 3,100 crores. Government investment was put at about 50 per 
cent. In the Second Plan, out of a total estimated investment of 
Rs. 6,200 crores, the share of the Government sector was expec- 
ted to be about 60 per cent, but recent data indicate that the 
share may not be larger than 50 per cent. So far as the organised 
industry goes, investment in the private sector may turn out to be 
larger than that in the public sector. While the share of Govern- 
ment in total investment may rise, the magnitude of investment 
effcrt in the private sector will be large and hence the demand 
for capital from this sector will be considerable. 

As regards the sources of supply of funds for the capital 
market, one should notice the growing importance of institutional 
media in India, as all the world over. So far as equity capi- 
tal goes, individual investors still probably dominate. There is 
a great deal of internal financing done by the corporate sector, 
though it may not be as high as in a country like the U.S.A. 
Such saving and investment, which take place outside the 
capital market, is not an unmixed blessing beyond a point. 
Among the institutional investors, banks form an important 
constituent but their investments are largely in Government 
securities and to some extent in debentures. Life insurance com- 
panies, which have now been nationalised to form a single institu- 
tion, namely, the Life Insurance Corporation of India, are also of 
growing importance in the capital market, though the major por- 
tion of their investments is in Government securities. Provident 
funds are becoming a very important media of saving, but their 
investments too are mostly in Government securities, Government 
small savings and other trustee securities. The Government itself 
provides some financial assistance to industry through subscription 
to ordinary and preference capital as well as debentures and also 
through direct loans, though on the whole assistance of this sort 
is marginal in character except perhaps in regard to shipping 
where it is substantial. There are also special institutions, in the 
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setting up of ^ w Government and the Reserve Bank of 

India have played a significant part, for the provision of capital to 
the private sector, mainly in the form of tom assistance. These 
include the Industrial Finance Corporation of India, the State 
Financial Corporations and the Refinance Corporation for In- 
dustry. Besides, with the assistance of World Bank and some 
foreign banks, another institution, namely, the Industrial Credit 
and Investment Corporation of India, was set up in 1955. The 
World Bank itself has provided assistance to the private sector, 
especially to the steel industry. The magnitude of external pri- 
vate capital coming into the country has so far been small, but 
the prospects now appear to be bright. 

We have neither comprehensive nor up-to-date estimate of 
saving in India. Recently, the National Council of Applied Eco- 
nomic Research undertook a detailed proj^t on this subject. 
Dr. V. V. Bhatt of the Reserve Bank of India has also made a 
valuable pioneering effort to estimate saving in India during the 
seven-year period 1950-57.* According to him, the ratio of saving 
to national income during this period, beginning with 1950-51, 
was as under: 7.1, 5.9, 6.0, 6.1, 7.5, 7.6 and 7.5 per cent What is 
of greater significance, however, is the marginal saving-income 
ratio. Here the difficulty is the selection of a base year; we can 
take two years, namely, 1950-51, the pre-First Plan year, and 
1952-53, the base year for many other series. The marginal sav- 
ing-income ratio was 9.3 per cent in the six-year period 1951-57 and 
16.7 per cent in the four-year period 1953-57. Rough as these esti- 
mates are, they give an encouraging picture of the saving effort, 
though in recent years saving has lagged considerably behind invest- 
ment growth, the gap being financed by the use of foreign exchange 
reserves and external assistance. The current saving/ national income 
ratio is estimated at about 8 per cent and the investment/national 
income ratio at about 11 per cent, the Planning Commission’s 
estimate of the latter ratio for 1950-51 being about 5 per cent. 

* Vide his paper Savings cmd Capital Formation, in the journal ‘‘Eco- 
nomic I>evelopment and Cultural Change”, April 1959. 



FcKiors Influencing Saving cmd Investment 

Sieving and investment depend upon the people's ability as 
well as Willingness. ' Low per capita inconies' certainly render it 
difficnlt to save and for this reason in a country like ours small 
saving schemes occupy a strategic place in the mobilisation of 
saving. Political stability, moderatioD and continuity in respect 
of Government’s economic policies, fair prospects of profit-earn- 
ing and reasonable protection to investors are some of the impor- 
tant 'pre-requisites to high levels of saving and investment.' In, 
these respects it would appear that conditions in India have on the 
whole been favourable so far. We have of course embarked on 
the establishment of a socialist pattern of society but so far it 
does not appear to have had any unfavourable effect on 
saving and investment in the private sector. In fact, 
in the last few years, the growth of investment in the organised 
sector has been tnily phenomenal and it has had to be restrained 
because of the balance of payments difficulties. The pattern of 
taxation—-especialIy of direct taxation of individuals as well as 
corporations — is also generally mentioned as having an important 
influence on the rate of saving and investment, the general theory 
being the smaller the tax burden, the higher the rate of growth of 
saving and investment. Surprisingly, the evidence all the world 
over is to the contrary. Practically in all countries, over the 
years, taxation has been rising either for defence purposes or for 
the provision of social services but it is also a fact that everywhere 
the rate of growth of investment has been quite rapid. In fact, 
in. many countries the Government and the monetary authorities 
have had to restrain the tempo of investment on account of the 
growth of inflationary^ pressures. The influences that govern in- 
vestment decisions are complex and while pecuniary considera- 
tions are undoubtedly of considerable importance, they do not by 
any means constitute the sole influence. The desire to do some- 
thing creative and to be at the helm of influence, power and 
patronage are also of vital importance. This is not to say that 
the tax system in India or in any other country does not admit 
of improvements from the point, of view of capita! formation. 
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Investment in Bullion 

In India, much more than in under-developed countries gene- 
rally, a part of the saving is used for the purchase of precious 
metals. Sometime ago all available statistics regarding the 
holdings of gold and silver in India were put together in an 
article in the Reserve Bank of India Bulletin (April 1958). 
These estimates indicate that gold holdings in India are a little over 
100 million ounces, the corresponding figure for silver being of 
the order of 4,200 million ounces. At world prices, the value 
of these holdings amounts, respectively, to Rs. 1,750 croires and 
Rs. 1,800 crores. These are no doubt big sums but they repre- 
sent the cumulative position over centuries. The annual absorp- 
tion of precious metals in the last 7-8 years would appear to have 
been, on the average, about 4-5 per cent of total saving and less 
than one-third of one per cent of national income. In other 
words, the popular impression, especially abroad, that the hoard- 
ing of bullion in India is of very large dimensions, is not correct. 

It should also be noted that in India the bulk of the precious 
metals is held in the form of ornaments and utensils for daily use 
(in the case of silver) and not as bullion. In other words, to a 
significant extent, bullion is in the nature of a durable consumer 
article. The motives for the purchase of precious metals are com- 
plex, being associated with social, political and economic factcnrs. 
It is also significant that in recent years even in some of the highly 
economically developed coimtries, France in particular, there has 
been large-scale private hoarding of gold. The hoarding of pre- 
cious metals is not per se such a heinous aime as many would 
have us believe. Government policies themselves, especially pur- 
suit of unsound financial policies, such as large-scale deficit 
financing, provide a favourable environment for the hoarding of 
precious metals. Low literacy, lack of banking facilities, politi- 
cal disturbances over the centuries and religious practices have 
constituted the main factors for people’s preference for gold and 
silver in India. With the spread of literacy and education and the 
development of banking facilities, undoubtedly precious metals 
have been losing their attraction but this is a very slow process, 
Government has banned imports of gold from March 1947 but it 
is known that supplies have been smuggled from abroad. Imports 
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of silver too have been prohibited from the above date, though 
since May 1956 imports of silver coins from Tibet have been per- 
mitted. In the context of the developmmt Plans we have under- 
taken, investment in gold, which is produced in India in very 
little quantity (less than 200,000 ounces) in relation to the demand, 
means misuse of foreign exchange, and this we can ill afford. 
A campaign to impress this on the Indian public is urgently 
called for. In early May 1959, an important step was taken to 
check smuggling of gold, by issuing a special series of Indian cur- 
rency for circulation abroad, especially in the Persian Gulf terri- 
tories, where the Indian rupee circulates freely. This has put 
an end to the automatic conversion into sterling of the Indian 
notes illegally taken out to finance smuggling of gold, etc. 
The difficulties of weaning the Indian public away from precious 
metals are many but the job should be done. 

Measures to Protect the Investor 

The growth of investment habit also depends to a consider- 
able extent on the various statutory measures to protect the in- 
vestor. It should be remembered that in the case of the funds 
which pass through the capital market the owner parts with the 
funds either permanently (in the case of investment in shares) or 
for very long periods (in the case of investment in debentures 
or purchase of life insurance policies). It is, therefore, of the 
utmost importance that there is a fair amount of security for the 
funds so invested. In this respect also India is favourably situat- 
ed. There is a fairly adequate legislative framework for the pro- 
tection of investors. These measures comprise the Companies 
Act, the Securities Contracts (Regulation) Act, the Insurance Act 
and the Provident Funds Act and Rules. The Insurance Act 
and the Provident Funds Act mainly regulate the investment of 
funds. In addition to these there is also the Capital Issues 
(Control) Act, the broad object of which is to regulate the flow 
of funds in accordance with the general pattern of investment 
priorities decided upon by Government. In the year 1957-58, 
the Government had also initiated control over the use 
of reserves of the joint stock companies but this was with- 
drawn next year. Any way, the measure of Government con- 
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trol over the capital market is substantial in India. This is not 
surprising having regard to the fact that India has embarked on 
State planning, the goal being the establishment of a socialist 
society, though many of the legislative measures to protect the 
investor and regulate the capital market have been there for many 
years and have nothing to do with Government planning or socia- 
list pattern. As a matter of fact, it is interesting to note that in 
a country like the United States, which is wedded to the doctrine 
of free enterprise, the legislative framework to protect the investor 
and to regulate the capital market is as comprehensive as in India 
and perhaps more rigorous in certain directions. In India, the 
Companies Act has been in force from 1913. It underwent major 
changes in 1936 when the Act was amended. This was replaced 
by almost a new legislation in 1956; the 1956 legislation is also 
being amended. The Securities Contracts (Regulation) .A.ct, 
which regulates trading in stocks and shares, is a comparatively 
new enactment, having been passed in 1956. Legislation to regu- 
late the working of the life insurance companies in a compre- 
hensive way has been there from the year 1938. Since Januarv' 
1956 the life insurance business has been nationalised though 
it is now administered by an autonomous board under the broad 
control of the Central Government. The Capital Issues Regula- 
tion has been in force from May 1943, first in the form of a 
Defence of India Regulation and subsequently as an Act of Par- 
liament. Although, strictly speaking, commercial banks form, 
essentially, constituents of the money market proper, the regula- 
tion of commercial banks, through the Banking Companies Act, 
may also be briefly referred to, since the growth of banking habit 
is so vital to the growth of saving and investment. The main 
features of these enactments are described in Chapter 2. 

The plan of the rest of this book is as under: The growth 
of the capital market in statistical terms — ^growth of joint stock 
companies, expansion of life insurance business, the trend of post 
oflice savings bank deposits and other schemes of small savings 
and the growth of public debt will be described in Chapter 3. 
In Chapter 4. the constituents of the capital market are described 
in a general way and thereaft^ there is a detailed discussion of 
each of them — managing agents, banks, the various finance corpo- 
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rations and stock exchanges. The special problems of small scale 
industries and agricnltiire in meeting their capital requirements 
are also briefly considered. A chaipter has also been devoted to 
the provision of Government finance for industry in the private' 
seetor. This is follo’wed by a brief discussion of the pattern of 
interest rates in India. In the concluding chapter an attempt has 
been made to assess the adequacy of the Indian capital market 
machinery for the task of rapid development which the country 
has embarked upon. Some important aspects of the subject of 
economic growth, such as mobilisation of resources, the role of 
Government, deficit financing, foreign aid and monetary policy 
are also referred to very briefly. 



Chapter 2 

LEGISLATIVE PROTECTION TO INVESTORS 

(a) COMPANIES ACT 

The Indian Companies Act, 1956, which came into force on 
April 1, 1956, marks an important stage in the development of 
Company Law in India.* It is a' comprehensive measure aimed 
at consolidating and amending the previous law relating to com- 
panies, largely in conformity with the recommendations made by 
the Company Law Committee, modified in a few particulars by 
the views expressed on these recommendations by the general 
public and Parliament. 

The importance of a comprehensive statute to regulate the 
formation and working of joint stock companies cannot be exag- 
gerated. This form of business organisation has become indis- 
pensable for the growth of modern industry. The requirements 
of capital for running a modem industrial unit are generally such 
as are beyond the resources of an individual or a partnership. 
Besides, there is always the risk of large losses, which cannot 
always be shouldered by one or a few. For these reasons, a 
joint stock company, which pools the resources of a large number 
of people, whose liability is limited to the extent of their contri- 
bution to the capital of the company (whereas in the case of an 
individual or partnership business liabilities have to be met from 
assets outside the business) is much the most suitable form of 
business organisation. While the resources are contributed by 
quite a large number of people — the shareholders — the 
management can only be done by a small number of persons, 
the Directors, even as in a democracy, while there are millions of 
voters and hundreds of legislators, the Government is run by a 
few ministers constituting the cabinet. In theory, the shareholders 

* The description of the Companies Act is largely extracted from 
the Summary appearing in the Reserve Bank of India’s Report on Cur- 
rency and Finance for the year 1955-56. 
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are supposed to take care of their interests themselves, but in 
practice, owing to their being large in number, scattered over the 
whole country and in some cases across the national frontiers, 
and on account of the ignorance of law on the part of many and 
their general apathy, the Government has responsibility for exer- 
cising some broad supervision, in order to safeguard the funds of 
the investors. Hence the importance of company legislation in all 
the countries. 

The basic problem of company legislation is this: to what 
extent is it possible to adjust the structure and methods of the 
corporate form of business management, with a view to weaving 
an integrated pattern of relationship as between promoters, inves- 
tors and the management so as to secure certain objectives? 
These objectives include: (1) an increase in the efficiency of 
corporate business, (2) reconciling managerial efficiency with 
legitimate rights of investors, (3) safeguarding interests of credi- 
tors and other partners in production and distribution, and (4> 
attainment of ultimate ends of social policy, including labour 
relations. With these objectives as the background, the salient 
features of the Companies Act, 1956, may be summarised 
under certain broad categories, viz., (1) company promotion, for- 
mation and capital structure, (2) company meetings and proce- 
dures, (3) presentation of company accounts; powers and duties of 
auditors, (4) inspection and investigation of the affairs of com- 
panies, (5) formation of Board of Directors; powers and duties 
of directors and (6) terms and conditions of the appointment of 
managing agents, their powers and duties.* 

The new Act makes considerable changes in the matter of 
prospectuses, allotment of shares, terms and conditions on which 
companies may be floated and the share structure of companies. 
The particulars that a company is required to disclose in its 
prospectus have been considerably increased to place the inves- 
tors in a much better position than they had been earlier to assess 
the intrinsic merit of a new issue. Disclosure of all essential 

* Th« system of managing agents, which is explained in detail in 
Chapter 4 , is peculiar to India. The managing agents, who may be 
individuals, firms, private limited companies or public limited companies, 
play an important role in all spheres of corporate enterprise, namtdy,. 
formation, raising of capital and day-to-day management. 
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information is also the first step towards safeguarding the interests 
of prospective investors and ensuring sound company floatation, 
and has, the effect of impressing on the directors and others con- 
cenied that the promotion of a company requires higher degree 
of vigilance than had hitherto been required of them. 

As regards the capital structure of a company, the most 
important change is the provision laying down that the share capi- 
tal of companies should be only of two kinds, viz. equity capita! 
and preference capital, and that the voting rights on all matters 
should ordinarily be conferred only on the holders of equity 
capital. In the case of preference shareholders, only qualified 
voting rights have been given, e.g., such rights may be exercised 
when the interests of the preference shareholders are adversely 
affected. 

Unlike the old Act of 1913, the 1956 legislation precisely 
sets out the requirements as to meetings of companies and the 
procedure to be followed by them. A feature of the provisions is 
that they try to hold the scales even as between company manage- 
ment and shareholders in regard to exercise of their voting rights 
in company meetings. Two important changes of interest effect- 
ed are: (i) abolition of the resolutions known as extra-ordinary 
resolutions under the old Act of 1913, so that now there are only 
two types of resolutions, ordinary and special and (ii) increase in 
the period of notice for general meetings from 14 to 21 days. 

The new Act requires much greater information to be in- 
cluded in the accounts, so as to reveal the true financial position 
of a company and its state of affairs. These provisions are de- 
signed to promote sound financial practices by joint stock com- 
panies and also to ensure a higher standard of auditing of com- 
pany accounts. 

Investigation of the affairs of a company as provided for 
under the old Companies Act had attracted much adverse com- 
ment from the public. The new Act, therefore, greatly enlarges 
the powers of the Central Government and of shareholders to 
initiate investigations into the affairs of companies. In addition, 
the Central Government can also apply to a Court of Law for 
redress in cases where companies act in a manner prejudicial to 
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their interes^^ in a manner ■' oppressive ■ to aiiy of its members. 
Power lias; also been taken to investigate the ownership of shares 
.in .a company: in certain circiimstances. Enlarged powers have 
also been given to inspectors to call for, information not only 
from the company under investigation, but from related managing 
agency firm or companies under the management of the same 
managing agents. 

The provisions of the new Act as well as the amendments to 
the provisions of the old Act which deal with directars are de- 
signed to ensure firstly, the constitution of an independent Board 
of Directors, assisted by representatives of both the management 
and the shareholders, without the dominance of the former over 
the latter; secondly, adequate exercise of control by directors 
over managing agents and thirdly, prevention of arbitrary exercise 
by directors of powers which they are entitled to exercise on 
behalf of the company. In view of the past experience, control 
is now imposed on the use of some of these powers, viz,, the 
power to make loans, to enter into contracts and to borrow on be- 
half of the company. A limit is also placed on the number of 
directorships that a person can hold (namely 20), the intention 
being to ensure that adequate attention is paid to the affairs of the 
company by the directors. Other important provisions in the 
Act include: (1) specific approval by the company, in general body 
meeting, for appointment of sole selling agents by the Board of 
Directors and (2) power to Central Government to appoint not 
more than two persons, being members of the company, as direc- 
tors for a period not exceeding three years, if a fairly big section 
of the shareholders complains of oppression and mismanagement. 
The intention is, however, to use these powers only in very 
exceptional cases. 

The Act also contains a number of provisions aimed at put- 
ting a check on some unhealthy trends noticed in the manage- 
ment of companies in regard to appointment, re-appointment, 
remuneration, etc. of managing agents, directors, managing 
directors, etc. 

With a view to preventing widespread abuses of the powers 
conferred on the fnatmging agents, the provisions of the old Act 
relating to the terms and conditions of appointment of managing 
agents, their remuneration, .powers, of managing agents vis-a-vis 
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directors and duties of managing agents in regard to borrowing, 
loan contracts as well as purchases, have been tightened up. On 
an objective assessment of the present structural organisation of 
the trade and industry of the country and the obvious gaps in its 
institutional set-up. Government felt that managing agency should 
yet prove to be a potent instrument in moving the springs of 
private enterprise, if the system was cleansed of the abuses and 
malpractices which had disfigured its working in the past. Impor- 
tant provisions relating to managing agents include: (1) all exist- 
ing managing agents will cease to hold office on August 15, 1960, 
provided, in the meantime, a managing agent has been re-appoint- 
ed, for a fresh term, with the approval of the Central Government; 
(2) no person, firm or body corporate should be managing agent 
of more than 10 companies after August 15, 1960; (3) no manag- 
ing agency agreement shall in future provide for agency being 
heritable or devisable by will: if such an agreement was already in 
existence on the date of the commencement of the new Act, the 
heir or devisee would be allowed to act as managing agent, pro- 
vided the company satisfies tlie Central Government about his 
suitability. Special mention may be made of the new provision 
which empowers the Central Government to notify that no com- 
pany engaged, whether wholly or in part, in any industry or busi- 
ness, to be specified in the notification, should have managing 
agents. The effect of such a notification will be that no company 
which did not have a managing agent on the date of the notifica- 
tion can appoint one subsequently and that a managing agent 
holding office on that date will cease to do so after three years 
from the date of the notification or on the 15th August, 1960, 
whichever is later. 

The Act fixed the overall maximum managerial remuneration 
at 11 per cent of the net profits, while provisions have also been 
made fixing limits on the remuneration payable to each class of 
office-bearers mentioned with reference to the net profits of the 
company. The maximum remuneration to the managing agent 
was fixed at 10 per cent of net profits. But this has since been 
revised (see below). 

The new Act has given recognition to the system of secre- 
tmes md treasurers and they will exercise much the same func- 
tions as managing agents but with certain differences. 
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, The Indian ; Companies XAmeiidmeBt) Act of 1,951 provided 
for the .setti:iig\op;of' a CommOTa/Cof . 110 ^ more than 3 |>ersoiis 
to advise . Govmiment in regard to exercise of powers conferred 
OH ' them fay that Act. The Advisory Commission has now been 
pat ;oii a permanent footing. Tlie maximum membership has 
been raised to 5 to provide for adequate: representation of different 
interests,' while the scope of the Commission has been extended, 
requiring the Commission to' advise on all matters referred to it 
and not only those required to^ be referred to the Commission 
. under .the : 1951 Act. The advisory functions assigned to the 
.Commission under the Act include, among others, changes in the 
niaiMgemeiit of compa,iiies, the appointment and re-appointment 
of directors, managing directors, managers, managing agency 
agreements, changes in the terms and 'Conditions of their appoint- 
ment,, changes in the constitution of ma.naging agency firms or 
companies, increases in the remuneration of directors, managing 
directors or the managing agents. 

In May 1957, the Government of India set up an ml hoe 
committee under the chairmanship of Shri A. V. Viswanatha 
Sastri tO' suggest amendments to the Companies Act, 1956, with 
a view to (i) overcoming practical difficulties in its working and 
administration, (ii) removing drafting defects and obscurities and 
(iii) plugging loopholes and Te-oioving lacunae in the provisions 
of the Act so as to ensure better fulfilment of the purposes under- 
lying the Act and also simplifying' tfie form and structure of the 
law. The Committee submitted , its ' report in November 1957 and 
an amending bill was introduced- in Parliament on May 1, 1959. 

Some of the proposals under the third category, namely, 
plugging loopholes, are as under: Any conversion of a public 
company into a private company would require prior and ex- 
press approval of Government, in order to minimise evasion of' 

' restrictions placed on the management of public companies. The 
privileges and immunities of private companies are to be restrict- 
ed, All dividends shall be distributed in cash and out of profits 
after provision ' for depreciation. Powers of inspection and 
investigation are to be • enlarged, Cornering of shares is to be 
rendered more difficult; the/Goatral Government can -proWMi 
transfer of shares whm it is nndedrable in public interest, Regu- 
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lation of inter-company loans and investments is to be tightened. 
Donations to political parties should be disclosed. Restrictions 
are also to be placed on appointment of selling agents, so that 
managing agents may not circumvent the ceiling on managing 
agency remuneration. The amending bill does not contain any- 
thing about the remuneration of managing agents or continuance 
of the system. However, in October 1959, the Government an- 
nounced the fixation of managing agency remuneration on a slab 
system, varying from 10 per cent on the first slab of profits of 
Rs. 10 lakhs or fraction thereof to 4 per cent above Rs. 1 crore; 
the corresponding percentages for Secretaries and Treasurers are 
per cent and 3 per cent. The Government have also decided 
that the term of office should ordinarily be 10 years when a com- 
pany appoints managing agents or Secretaries and Treasurers for 
the first time and five years on re-appointment or successive 
appointments. 

It is difficult to say what the effect of the Companies Act 
of 1956 has been on company formation. During the first year 
of its operation, viz., April 1, 1956 to March 31, 1957, there was 
a decrease in the number of companies registered as well as in 
their authorised capital, both public and private, but excluding 
Government companies. In 1957-58, the number of registrations 
as well as the authorised capital declined in the case of public 
limited companies but in respect of private limited companies 
there was a rise in both the items which was also the case in 
1958-59. In 1958-59, the number of public limited companies 
registered a further decline but the amount of authorised capital 
recorded a slight rise over 1957-58. The decline in new registra- 
tions in respect of public limited companies should be partly 
attributed to the stringent provisions under the Act applicable to 
the public limited companies. The fall in the registration of 
companies in 1956-57 was no doubt parfly due to uncertainties and 
apprehensions created by the new Act and partly due to rush for 
registration immediately before the commencement of the new 
Act. Company registration during the years 1957-59 should also 
be seen against the background of the radical changes in the 
tax system and the severe import cuts, following the serious drain 
on foreign exchange reserves from April 1956. On the whole, 
there is no evidmce fo indicate that the new Companies Act has 
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had a disincentive effect on company formation and expansion. 
As a matter of fact, in 1956 and 1957, the rate of investment in 
the private sector recorded a ^enomenal rise. To the extent 
that irresponsible type of company formation has been checked, 
the objective of the new legislation has been realised. There is 
little doubt that in the long run the new legislation must help the 
growth of investors’ confidence. 

(b) REGULATION OF TRADING IN SECURITIES 

Legislation was also passed in 1956 for the regulation of 
transactions in securities, the relevant Act being the Securities 
Contracts (Regulation) Act, 1956. The Companies Act is con- 
cerned with the formation, management and winding up of com- 
panies. While a company as .an entity continues to perpetuity, 
so far as the owners of the companies go, that is the sharehol- 
ders, it need not be so. As a matter of fact, one of the funda- 
mental advantage of the joint stock company form of business 
organisation is that a shareholder can sell his ownership rights 
to someone else. This he may do either because he wants money 
for some personal expenditure or because he wants to divert his 
investment into other channels, including the holding of cash. In 
practice, purchases and sales of securities take place on a fairly 
large scale. In the result, in all countries with joint stock com- 
pany form of business, markets for securities have developed. 
Some transactions, especially in securities of companies which are 
relatively small, take place in the rmorganised or what is called 
the ‘over the counter’ market. But, by and large, the transactions 
take place under the auspices of an organised institution called 
the stock exchange. It should be pointed out at the very outset 
that the stock exchange is not a body that carries on transactions 
in shares. Rather it is in the nature of a club which provides 
facilities for members, the stockbrokers and jobbers, in a regu- 
lated way, to carry on transactions in shares. (See Chapter 8 
for a detailed account of stock exchanges.) The regulation refers 
not merely to the promotion of the best interests of the members 
themselves but also those of the thousands and millions of inves- 
tors who make their purchases and sales of securities through 
members of the stock exchanges. 
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The basic objectives of the regulation are to see that the 
market functions in such a way as to facilitate the establishment 
of proper prices without manipulations of any sort, to ensure 
that members honour their contracts properly and generally to 
protect the interests of the outside investors. It should be empha- 
sised that it is not the business of the stock exchanges to interfere 
with the determination of prices, as a result of various forces ope- 
rating on the side of supply and demand. In other words, the stock 
exchange does not fix prices as is erroneously believed in some 
quarters. However, now and then, manipulations are resorted to 
by big speculators, both non-members of the exchange and mem- 
bers. Apart from manipulations, which are by no means frequent, 
the source of instability is excessive speculation, that is, abnormal 
purchases or sales, based on either blind chance( called gambling) 
or on errors of optimism and pressimism. There is no doubt that 
it is extremely difficult to draw the line between speculation and 
gambling or between ‘excessive’ speculation and ‘healthy’ specula- 
tion, though indicators are not quite lacking for the purpose. Mani- 
pulations and excessive speculation inevitably widen the amplitude 
of fluctuations in stock prices. Violent fluctuations in prices of 
stocks and shares affect investment in securities adversely and 
thereby the growth of economy. They also affect the credit system, 
for speculation is, to some extent, encouraged by bank credit and 
when there is crash in prices the liquidity of banks will be 
weakened. Therefore, there is need for some kind of regulation. 
Since it is unlikely that the stock exchanges themselves will do 
an adequate job of regulation, statutory regulation has been re- 
garded as necessary in many countries. Abroad, a very compre- 
hensive regulatory statute is in force in the U.S.A., for about 
25 years. 

In India, regulation of stock exchanges on an all-India basis 
was absent till recently, except in a linuted way, though efforts 
have been made in this direction from the beginning of the post- 
war period. In the State of Bombay there was a loose frame- 
work of legislation in respect of futures transactions in shares, 
in terms of the Bombay Securities Contracts Control Act, 1925. 
During World War II, legislation of an all-India character but of 
very limited scope, was attempted under the Defence of India 
Rule 94 C. Under this Rule, stock exchanges were prohibited 
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from, permitting or affording .fadlities for forward oontracls as 
weir as; carry-over , 0.e. hudia}. business, but the general view is 
that the. Rule' was, by and large, ineffective. The aforesaid Rule 
lapsed in September 1946. Leg'islation of alHiidia type, how- 
ever, was passed only in 1956 with- the enactment of Securities 
Contracts (Regulation) Act, 1956. . The enactment was preceded 
by a coniprehemive examination of the subject by a number of 
committees including in particular a committee presided over by 
Shri 'A. D. Gorwala in 1951. The main features of the Securities 
Co,ntracts, (Regulation) Act may now be described.^ 

It should be ' emphasised that the Act provides for a gefte,ral, 
system and apparatus of control, without detailed or. meticulous 
regulatory provisions relating to any specific matters. In parti- 
cular, statutory provisions have not been made for those reforms 
i'll stock exchange trading methods and practices, e.g., relating 
to blank transfers,^^' budlaSy etc. which have been the subject of 
much controversy in the past. Power has been taken in the Act 
to make or direct the making of suitable bye-laws to deal with 
them, as soon as conditions necessary for their introduction and 
enforcement have been created, and so deUuled regulations on 
these subjects have been deliberately held over to be made at 
a later stage, in the light of the administrative and institutional 
changes which would be needed to deal effectively with the 
'problems connected with them. 

Broadly speaking, the Act applies to transactions other than 
spot delivery contracts. A spot delivery contract is defined as a 
contract which provides for the actual delivery of .securities and 
the payment of a price therefor either on the same day as the 
date of the contracl: or on the next day, the actual period taken 
for the despatch of the securities or the remittance of money 
therefor through the post being excluded from, the computation 
of the period mentioned above, if the parties to the contract do 
•not reside in the same^ town ordocality. The exemption of spot 

* This part is almost a reproduction of parts of a .note on the sub* ** 
jeci appearing in, the Reserve Bank of [India •BuUetbh October 1956. 

** A transfer deed, wherein the buyer's name is not entered or is 
left blank. The system of blank transfers is considered to encourage 
speculation as ddiveri'' becomes ' extremely- simple and there is saving 
of stam,p duty (see Chapter 8).. , , • • 



22 The Capital Market of JMia 

transactions is based on the premise that normally speculation of 
any significant dimensions cannot take ^ace in spot transactions. 
However, power has been taken in the Act to regulate spot deli- 
very contracts also, if Government regards it as desirable in the 
interest of trade or in the public interest. As regards contracts 
other than those for spot delivery, the regulation takes the form 
of either controlling the activities of stock exchanges in those 
areas or States where stock exchanges operate, or through a sys- 
tem of licensing of persons who deal in stocks and shares. In 
those areas where a recognised stock exchange operates, every 
contract which is entered into otherwise than between members 
of a recognised stock exchange in such State or area or through 
or with such member is illegal. 

The Act permits only those stock exchanges to function 
which are recognised by the Central Government. For this pur- 
pose, each stock exchange is required to make an application in 
the prescribed manner to the Central Government. Recognition 
will be granted if the Central Government is satisfied (1) that the 
rules and bye-laws of the stock exchange applying for recogni- 
tion are in conformity with such conditions as may be prescribed 
by Government to ensure fair dealing and to protect investors. 
The conditions may, among other things, relate to qualifications 
for membership of the exchange, representation on the exchange 
of the Central Government through not more than three nomi- 
nees, the manner in which contracts shall be entered into and 
enforced as between members, and the maintenance of accounts 
of members and their audit by Chartered Accountants whenever 
such audit is required by the Central Government; (2) that the 
stock exchange is willing to comply with such other conditions 
(including conditions as to the number of members) which the 
Central Government, after consultation with the governing body 
of the stock exchange, may impose for the purpose of carrying 
out the objects of this Act and (3) that it would be in the interest 
of the trade and also in public interest to grant recognition 
(Section 4). The Central Government has been empowered to 
withdraw, by notification in the official gazette, the recognition 
granted to a stock exchange, in the interest of trade or in public 
interest, after giving the governing body of the exchange a writ- 
ten notice of the withdrawal, for the reasons stated therein, and 
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after ghing air . opportiiBi^^^ to the governing body to be heard in 
the .matter*. 

Every recognised stock exchange is required to furnish to the 
Central ' Government such periodical returns relating to its affairs 
as may be prescribed* .Every recognised stock exchange and 
every me.mber thereof is ' also- .required to maintain and preserve 
for such periods not exceeding five years such records as the 
Government, after consultation with the stock exchange, may 
prescribe in the interest of trade or in, public interest. Further, 
the Government is empowered (i) to call upon a recognised stock 
'exchange or any member thereof to' furnish such explanation' or 
information as it may require relating to the affairs of a stock 
exchange or of any member in relation to the stock exchange 
and (ii) to appoint one or more persons to make an enquiry into 
the affairs of the governing body of a stock exchange or the 
affairs of any of its members in relation to the stock exchange 
and to submit a report to the Central Government. Recognised 
stock exchanges are also required to submit to the Central Govern- 
ment their annual reports which may contain such particulars 
as may be prescribed. 

Any recognised stock exchange may, subject to the previous 
approval of the Central Government, make bye-laws for the regu- 
lation and control of contracts. These bye-laws may provide 
for, among other things, the opening and closing of markets and 
regulation of the hours of trade; a clearing house for the periodi- 
cal settlement of contracts and differences thereunder, the deli- 
very of and payment for securities, etc.; regulation or prohibition 
of blank transfers; regulation or prohibition of budkts or carry- 
over facilities; fixing, altering or postponing of settlement days; 
regulation of taremmi'^ (ie. jobbing) business, the separation of 
the functions of jobbers and brokers; listing of securities on the 
stock exchange; method and procedure for the settlement of 
claims or disputes, including settlement by arbitration; emergen- 
cies in trade which may arise and exercise of powers in such 
emergencies, including the power to fix maximum and minimum 

* A jobber is a member who always' stands ready to buy or sdL 
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prices for securities: regulation of dealing by members for their 
own account, and limitation in exceptional circumstances of the 
volume of trading done by individual members. 

While thus every recognised stock exchange is left free to 
make its bye-laws subject to the approval of the Central Govern- 
ment, power has been taken by the Government to make or 
amend bye-laws of recognised exchanges; however, before the 
Government could exercise this power, it is required to consult the 
governing body of the stock exchange and also to record the rea- 
sons for making or amending the bye-laws. It has been provided 
that in all such cases the bye-laws so made or amended should 
be published in the official gazette. Further, in order to deal with 
abnormal and extraordinary situations, which may develop from 
time to time, power has been taken under the Act to supersede 
the governing body, after giving an opportunity to that body to 
be heard in the matter, and to appoint in its place any person or 
persons to perform the functions of the governing body, and (ii) 
to suspend such of the business of a stock exchange under cer- 
tain circumstances, for such period not exceeding seven days, as 
may be specified, in the interest of trade, or in public interest. 
The period of suspension can be extended from time to time, but 
after the governing body has been given an opportunity of being 
heard in the matter. Furthermore, in order to prevent undesirable 
speculation in specified securities, the Central Government may 
declare that transactions in such securities would be subject to 
such conditions as the Central Government may prescribe. Deal- 
ings in options are prohibited under the Act. 

The Act also contains important provisions iii respect of the 
listing of securities on a stock exchange, since listing is not only 
of great advantage to investors and to the company whose shares 
are listed but also provides a valuable indirect check and safe- 
guard against manipulations. The Act empowers the Government 
to compel any public company to have its shares, bonds, deben- 
tures or other marketable securities admitted to dealings on a 
recognised stock exchange, by requiring it to fulfil any conditions 
that may be prescribed in this behalf by the stock exchange con- 
cerned. Under the Act, a right of appeal to Central Government 
is conferred on any public Company which has been refused a 
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quotation, .of.. . its 'slmres, bonds, .debentures, by a recognised 
stock exchange; the Central Government may vary or set aside 
the decision, of a stock exchange. , 

It has already, been mentioned that no direct provisions are 
contained in the Act to restrict the prevalence of blank transfers, 
but there is a provision - to discourage blank transfers indirectly. 
Section 27; of the Act provide-s- that it shall be lawful for a regis- 
tered shareholder of a security to retain any, dividend payable 
thereon, notwithsta.n.diiig that the said security has already been 
transferred by Mm for consideration, unless the transferee who 
claims the dividend lodges the security and other documents re- 
lating to the transfer for being ■ registered in. Ms name within 
15 days of the date on which the d.ivideiid became due.. Th.is 
period may be extended in certain cases like the death of the 
transferee or loss of the transfer deed. The Joint Select Com- 
mittee, which considered the question, C-Xpressed the view that 
the currency of blank transfers should be li,mited, by bye-laws, to 
a period not exceeding six months. Tlie Committee did not, how- 
ever, make any amendment to ■ this effect. They suggested -that 
Government as well as the stock exchange should take note of 
, and give effect to it. The Minister for Revenue and Civil Ex- 
penditure,, in the course of the debate on the measure in the Lok 
Sabha, stated that the Government would consult the stock ex- 
changes and without hampering legitimate business in any way, 
try to make blank transfers non-existent beyond a period of six 
mo.nths. 


.All stock exchanges other than recognised, stock exchanges 
are declared illegal. Without the previous sanction of the Cen- 
tral Government there should be no association of persons for 
organising a stock exchange. 


In regard to the licensing of dealers and brokers in securities 
there are no detailed provisions* According to the Act, in any 
State or area to wMch Section 13 ' of the Act has not been applied 
—that is, outside the jurisdiction of recognised stock exchanges— 
the Central Government may notify that no person shall carry on 
business as a dealer in securities except under the authority of a 
licence granted by the' Central Government in tMs behalf. This 
restriction does not, however, ^pplf to dealings by or on behalf 
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of members of tecogBised stock exchanges. The Central Govern-* 
ment has also the power to make detailed rules for the licensing 
of dealers in securities. The rules may provide for the manner 
ill which applications may be made by dealers in securities for 
licences, the fee payable in respect thereof and the period of such 
licences, the conditions subject to which licences may be granted, 
including conditions relating to the forms which may be used in 
making contracts, the documents to be maintained by licensed 
dealers and the furnishing of periodical information to such au- 
thority as may be specified and the revocation of licences for 
breach of conditions. 

It will be appropriate to close this account of the Securities 
Contracts (Regulation) Act, 1956, with the concluding observa- 
tions of the then Finance Minister (Shri C. D. Deshmukh), while 
speaking in the Lok Sabha on his motion to refer the relevant 
Bill to a Joint Select Committee: ‘Tt is my hope that, in the full- 
ness of time, when we have succeeded in building up an ad- 
ministrative set-up, strong and competent enough to discharge, 
with understanding, wisdom and vigour, the new duties and res- 
ponsibilities entrusted to it, the two measures,* betw^een them, will 
go far to create those basic conditions on which alone, I venture 
to think, the edifice of a sound and revitalised private sector can 
be built up, duly informed with the assumptions and postulates 
of our socio-economic policy, such as will enable it to play its 
dynamic role in the future pattern of society which we have 
chosen to adopt.” 

(c) LIFE INSURANCE LEGISLATION " 

Until January 1956, life insurance business was principally 
carried on by private companies. In view of the fact that life 
insurance business is a long-term contractual obligation, involving 
locking up of the saving of the public, statutory regulation was 
absolutely necessary. For this purpose, legislation was enacted 
as early as 1912 and major amendments were effected in 1938, 
following a detailed enquiry by a Committee under the chairman- 
ship of Sir Cawasji Jehangir. The principal provisions of the 
legislation related to the . investment of life funds and expense 
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ratios. The nationalisation of life insurance in 1956, however, 
indicates that statutory regulation was far from successful. This 
was probably due as much to the limitations of the statute as to 
its rather unsatisfactory enforcement. The nationalisation deci- 
sion, which is in keeping with socialist traditions, was also taken 
with a view to aclheving a marked spread of life insurance busi- 
ness, for mobilising maximum resources for the development 
plans on which the country has been engaged. 

When life insurance was nationalised and various companies 
amalgamated into the Life Insurance Corporation of India in 1956. 
the idea was that the structure of regulation of life insurance man- 
agement and investment was to remain, by and large, the same. 
For a time, however, there was some ambiguity regarding the ap- 
plication of the provisions of the Act relating to investment of the 
Corporation’s funds. In August 1958, these ambiguities were 
set at rest by a clear enunciation of the policy of the Corporation 
by the Union Finance Minister. However, insofar as the Life 
Insurance Corporation is a nationalised institution and its direc- 
tors are nominated by the Central Government, which has also 
the power of issuing directives to the Corporation, the various 
legislative provisions of the Act are not of fundamental signifi- 
cance as they would have been if life insurance management was 
in private hands. 

The Life Insurance Corporation Act of 1956, under which 
the Life Insurance Corporation of India (LIC) was established, 
contains provisions for (i) application to the LIC, simultaneously 
with its establishment, of certain sections of the Insurance 
Act, 1938, and (ii) application by the Government of 
India of certain other sections of the Insurance Act also 
subject, however, to modifications after the commencement of the 
LIC Act. By a notification issued on August 23, 1958, by the 
Government of India, these sections have since been made appli- 
cable with certain modifications. Provisions of the Insurance 
Act, 1938, which were made applicable to the LIC along with 
its establishment, covered matters which were mostly of an admi- 
nistrative character, relating to the authority of the Controller of 
Insurance to call for information and reports, investigate and 
settle claims of small insurance polkaes, besides dealing with a 
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few undesirable practices such as grant of rebates. On the other 
hand, the provisions made applicable subsequently, with modi- 
fications in a few important respects, concerned more vital issues 
of insurance business like the investment of insurance funds and 
expenses of management, including commissions paid to agents, 
in addition to widening the authority of the Controller of Insur- 
ance. Hie salient features of the legislation in respect of the 
most important aspect for out purposes, namely, investment of 
funds, are described below. 

The new investment policy of the LIC follows broadly Sec- 
tions 27 and 27A of the Insurance Act, 1938, amended, however, 
in certain respects. According to Section 27, every life insurer 
was required to invest and at all times keep invested 25 per cent 
of its adjusted liabilities in Government securities and a further 
sum equal to not less than 25 per cent in Government securities or 
other approved securities (which are semi-Government securities, 
with Government guarantee for the repayment of principal and 
payment of interest); of the balance, not more than 15 per cent 
could be held in ‘other’ investments while the remaining (35%) 
had to be held in ‘approved’ investments as defined in Section 27A 
of the Insurance Act. Section 27 A listed diifferent types of in- 
vestments deemed to be approved investments under that Section. 
These included shares and debentures of joint stock companies, 
immovable property, first mortgages on immovable property, 
loans on life interests or on policies of life insurance, life interests, 
fixed deposits with scheduled banks or co-operative societies, de- 
bentures or shares of co-operative societies, etc., but in order to 
be deemed as ‘approved’ investments, most of these had to satisfy 
the requirements specified under this Section. 

Besides qualifications in respect of securities in which the 
insurer could invest, limits were also enforced on the amount to 
be invested. Thus, Section 27A(3) laid down that an insurer 
could not invest in the shares of any one banking company or 
investment company more than (a) 2^ per cent of its adjusted 
liabilities or (b) 2 per cent of Qie subscribed share capital and 
debentures of the banking company or investment company con- 
cerned, whichever was less. 
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In case of a company other than banking and investment, in 
terms of Section 27A(4), an insurer could not invest more than 
(a) 23 : per cent of its adjusted liabilities or (b) 10 per cent of the 
subscribed share capital and debentures of the company, which- 
ever was less. 

A further important restriction was that under Section 27A(5), 
an insurer was forbidden from investing in shares or debentures 
of any private limited company. 

These were some of the main provisions of Section 27A which 
governed the investment policy of private life insurers prior to na- 
tionalisation. A formal declaration of the investment policy of the 
Corporation may be said to have been made with the issuance of 
a notification on August 23, 1958, which made Section 27A of the 
Insiurance Act, amended in certain respects, applicable to the 
Lie. Under the new investment policy, as it now emerges, the 
investments of the controlled funds of the Corporation will conti- 
nue to be divided into three broad categories, namely, (i) Govern- 
ment and approved securities (/.e. mostly semi-Governraent secu- 
rities), (ii) investments approved under Section 27A and (iii) 
‘other’ investments. As before, 25 per cent of the controlled 
funds should be held in Government securities, a further sum equal 
to not less than 25 per cent in Government securities or other 
approved securities and not more than 15 per cent in ‘other’ invest- 
ments. Thus, the balance of about 35 per cent is to be held in 
‘approved’ investments as defined in Section 27A of the Insurance 
Act. Two modifications have been made in Section 27A as now 
being applied. First, in terms of Section 27A(3) and 27A(4) of 
the Insurance Act, a private insurer could not hold more than 
2 per cent of the subscribed share capital and debentures of bank- 
ing and investment company and 10 per cent of the subscribed 
share capital and debentures of any one company (other than a 
banking company or an investment company). This has been 
modified so as to allow the LIC to hold upto 30 per cent of the 
equity share capital of a company, with a further provision for ex- 
ceeding this limit with the prior approval of the Central Govern- 
ment. Second; under the old Section 27A(5), the insurers were 
prohibited from investing in private limited companies. Under 
the amended Section 27A{7), fhe LIC is now permitted to invest 
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in private limited companies also with the prior approval of the 
Craitral Government. As regards ‘other’ investments in which 
the Lie can invest upto 15 per cent of its controlled funds, these 
are to be made on an unanimous recommendation of the Invest- 
ment Committee failing which, on a resolution of the Corporation 
passed by a majority of at least three-fourths of the members pre- 
sent at the meeting. [The Committee was set up under Section 
19(2) of the Life Insurance Corporation Act, 1956, to advise the 
Corporation on matters relating to investment. Apart from mem- 
bers of the Corporation, this Commitee is to consist of others 
who have special knowledge of the subject]. 

In view of the fact that the LIC is the largest single investor 
in the country, its investment policies and operations would have 
a considerable effect on stock markets; besides, its being a na- 
tionalised institution may mean the pursuit of policies that are not 
governed wholly by business considerations. These aspects of 
the Lie’s working figured in public and parliamentary debates 
following certain irregularities in the purchase by the Corpora- 
tion, in mid-1957, of some shares belonging to the ‘Mundhra 
group’. Consequently, when the Finance Minister announced in 
Parliament the investment policy of the Corporation in August 
1958, he referred to the abovte aspects of the matter. The Finance 
Minister made it clear that whereas the LIC will always keep 
in mind that its primary obligation is to its policyholders whose 
money it holds in trust, and will work as far as possible on busi- 
ness principles, it will never lose sight of the fact that as the 
'largest single investor in India, it has to keep before it the inter- 
ests of the community as a whole. As regards the LIC’s invest- 
ment operations vis-Orvis the stock markets, while emphasising 
that there is not the slightest intention that the LIC should indulge 
in speculation and thus take advantage of temporay fluctuations in 
market prices, as its investment must necessarily be on a long- 
term basis, the Finance Minister stated that, this should not pre- 
clude it from certain buying and selling when circumstances so 
warrant. If, for instance, the LIC were to sell during periods 
of boom and to buy during periods of depression, not only would 
the LIC stand to gain, but indirectly, the national interest would 
be served by evening out the fipetuations in the stock market. 
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. (d) 

ContributiOE to provident funds is yet another important 
source of ■' saving in the. community, and as in similar cases, 
it is necessary to ensure the safety of the funds.. Till 1952 
when the Employees’ Provident Fund Act^ was passed, provident 
fund was not compuisory for industrial units. However, rela- 
tively large industrial establishments had provident funds, be- 
sides certain industries like coal mines. In the case of coal mines, 
there has been separate legislation since 1948. However, there 
has been control over the investment of provident funds, under 
the Income-tax Act, insofar as exemption is sought for from 
income-tax on contribution to provident funds. The funds which 
are given exemption are called Recognised Provident Funds in 
accordance with the provisions of Chapter IX A of the Indian 
Income-Tax (Provident Funds Relief) Act, of 1929. The condi- 
tions of recognition are sufficiently comprehensive and stringent 
to ensure proper working of all provident funds, intending to 
a^aii of exemption from income-tax. Among the conditions of 
recognition are that the accumulated balances should be wholly 
invested in securities specified in Section 20 (clauses (a) to (e) ) 
of the Indian Trusts Act, 1882, which are re-payable both in res- 
pect of capital and of interest in India. In effect, this means 
i^^■estment in gilt-edged and semi-gilt-edged securities. 

The Employees’ Provident Funds Act of 1952 is being gra- 
dually extended to cover almost all industries. The act applies 
to such factories /establishments as employ 50 or more workers. 
The basic wage limit for eligibility to membership of the provident 
funds is now Rs. 500 per month (inclusive of dearness allowance 
and cash value of food concession) to which it was raised from 
Rs. 300 with effect from May 31, 1957. The rate of contribution 
by the employee is % per cent of the total basic wage, dearness 
allowance and cash value of food concession. An equal amount 
is paid by the employer. Recently, decision was taken to permit 
employees to raise their contribution to 8| per cent without any 
increase, for the time being, in the contribution of the employers. 

Establishments which have more favourable schemes of pro- 
vident funds are exempted ^ from the purview 'of the Act, Exten- 
sion of the Act to establshmentS' employing evoi less than 50 
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persons is provided for by the Act. It was announced in Decem- 
ber 1959, by the Union Labour Minister, that the Act was being 
extended to establishments employing 20 or more persons. 

The investment of the provident fund contributions under 
the 1952 Act is done under the directions of the Government. 
They are being invested exclusively in Central Government secu- 
rities. The present pattern of investment of funds in these secu- 
rities is: (a) National Plan Savings Certificates — 10 per cent, (b) 
Medium-dated securities— 20 per cent (Treasury Savings Deposit 
Certificates— 10 per cent and other medium-dated securities — 10 
per cent) and (c) long-dated securities — 70 per cent. The pre- 
ponderance of long-dated securities reflects probably that consi- 
derations of capital depreciation are less important in the invest- 
ment of these funds since the securities can be held till maturity. 
The coal mines provident funds are also invested in National 
Plan Savings Certificates (10 per cent) and Government securities. 
Contribution to provident fund has been compulsory in the case 
of most State Government employees; in the case of Central Gov- 
ernment employees, it was optional but in December 1959 Gov- 
ernment took a decision to make it compulsoiy. 

The provident fund contributions of Government employees 
are not invested separately. They are merged in the unfunded 
debt of Government. 

There have been proposals for bringing all provident funds 
under the charge of a single organisation and for the setting up 
of a single agency which would assume administrative responsi- 
bility for the Provident Fund Acts as well as the Employees’ 
State Insurance Act. Besides, the conversion df the provident 
fund schemes for workers into a pension-cum-gratuity has also 
been suggested. 

(e) CAPITAL ISSUES CONTROL 

We may now briefly discuss the history and features of 
Capital Issues Regulation. Basically, the object of capital issues 
regulation is different from that of Compam’es Act. The latter 
is concerned mainly with the disclosure of all information relating 
to the issue of capital by a company as also its day-to-day work- 
ing. The object of capital issues control, on the other hand, is 
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to regulate, the iow of investment in such a way that the limited , 
.capital resources are used. for purposes which, are in line with the 
Government’s general economic policy. In a planned ■ economy, ,so 
far as the allotment of resources is concerned, therefore, the capi- 
tal issues control is a tool of considerable importance though, as 
mentioned earlier, such regulation existed in India even, before- 
the comme,iicement of the Five-Year Plans. ' 

Control over issue of capital was first imposed in May 1943, 
by the promulgation' of the Capital Issues (Control) Order in terms' 
of Rule 94A of the Defence of India Rules. The order was 
mainly instituted to prevent diversion of available investible 
funds for purposes which made , little or no positive contribution 
to the prosecution of the war and to the early production of -con-, 
sumer goods or other purposes beneficial to the general public 
interest. Even after the end of the war, the continuance of con- 
trol over issue of capital was felt necessary to counteract the 
inflationary pressures which had continued unabated. Further, 
its usefulness as a first step in the evolution of an investment 
policy to secure balanced investment of the country’s resources 
came to be recognised. Thus, the control was continued first by 
the issue of an ordinance and thereafter by the Capital Issues 
(Continuance of Control) Act passed in April 1947, which pro- 
vided for the continuance of the control for a further period of 
3 years, i,e, upto March 1950. The control was again extended 
twice, first for a further period of two years, i.e, upto March 
1952, and then for four years, f.e. upto March 1956. In Febru- 
ary 1956, a bill to extend indefinitely the Capital Issues (Conti- 
nuance of Control) Act, 1947, was enacted. This was because in 
the context of our Five-Year Plans the need for effective control 
of investment in the private sector had become all the more im- 
portant. It is essential that the limited resources should be direc- 
ted in the desired channels. 

To turn to the main provisions of the Capital Issues (Control) 
Act. The Act extends to the whole of India except the State 
of Jammu and Kashmir and it applies to all persons in India 
and to citizens of India even if resident outside India. The term 
%sue of capitaF has been defined in the Act as issue of any secu- 
rities whether for cash or otherwise, and also covers (by an amend- 
ment made in December 1957)- captalisaticm of profits or reserves 
C.M.-3 ** ' , / 
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for the purpose of converting partly-paid shares into fully-paid 
shares or increasing the par value of shares already issued. 
The term ‘securities’ has been defined as (i) shares, stocks and 
bonds, (ii) debentures, (iii) mortgage deeds, instruments of pawn, 
pledge or hypothecation and any other instruments creating a 
charge or lien on the assets of the company and (iv) instruments 
acknowledging loan to or indebtedness of the company and gua- 
ranteed by a third party or entered into jointly with a third party. 
The Act provides that no company whether incorporated in or 
outside India shall, except with the consent of the Central Gov- 
ernment, make an issue of capital in India, or make in India any 
public offer of securities for sale, or renew or postpone the date 
of maturity or repayment of any security maturing for payment 
in India. Companies incorporated in India are also prohibited 
from making an issue of capital outside India, without the consent 
of the Central Government. Government is empowered (i) to 
qualify any consent or recognition accorded by it with such condi- 
tions as it may think fit to impose and (li) to revoke the consent 
or recognition accorded by it or vary all or any of the conditions 
qualifying the consent. The Act prohibits persons from circulating 
any offer for subscription or purchase of any securities unless con- 
sent has been accorded by the Central Government to the issue or 
creation of such securities. Similarly, no person shall without the 
consent of the Central Government circulate any offer, being a 
public offer, if the order according consent contained a condition 
that the security should be privately placed. The Act also prohibits 
persons from accepting or giving any consideration for any issue of 
capital made or proposed to be made in India unless the consent 
or recognition of the Central Government has been accorded to 
such issue. The Central Government is empowered under Section 
6 of the Act to grant exemption from all or any of the provisions 
summarised above; Government has also the power of condonation. 
Under the Act, an officer authorised by the Central Government 
may require any company or any officer of any company to sub- 
mit to him such accounts, books or other documents or to furnish 
to him such information as he may reasonably think necessary. 

The Act provides for the setting up of an Advisory Committee 
consisting of not more than 5 members to which Government may 
refer from time to time such matters arising out of the admirustra- 
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tion of the. Act, as the Central Government may think necessary. 
The Central Government is also empowered to make rules for 
carrying out the purposes of the Act. All such rules are required 
to be laid for not less than 30 days before each House of Parlia- 
ment as soon as possible after they are made and shall be subject 
to such modifications as Parliament may make during the session 
in which they are so laid or the session immediately following. 

In terms of powers derived under Section 6, the Central 
Government issued in January 1949, the Capital Issues (Exemp- 
tion) Order, 1949, in supersession of the Exemption Orders issued 
earlier. The 1949 Order exempts the following securities from 
the provisions of Section 3, 4 and 5 of the Act, dealt with earlier. 

(i) The issue of securities other than bonus shares, by any 
company, not being a banking or an insurance company, or a 
provident society, provided that the value of consideration involv- 
ed in such issue together with that involved in any previous issue 
made by such a company within the 12 months preceding such 
issue does not exceed Rs. 5 lakhs. In August 1959, this Umit 
was raised to Rs. 10 lakhs. 

(ii) The issue by a banking company of any shares in conse- 
quence of alteration, reduction or reorganisation of the share 
capital in compliance with sub-section (2) of Section 277 I of the 
Indian Companies Act, where the total amount of the existing 
subscribed capital is not thereby increased. 

(iii) Loans granted by the Industrial Finance Corporation 
of India under the I.F.C. Act and debentures taken up by the 
Corporation, and 

(iv) Issue and acceptance of securities other than debentures 
made by a person in the ordinary course of his business and 
solely for the purpose of that business to another person carrying 
on the business of banking or to such other person’s nominee in 
respect of advances or overdrafts from time to time granted or to 
be granted by such other person. 

Control over capital issues is administered at present by the 
Department of Economic Affairs, Ministry of Finance, in the ‘con- 
trol of capital issues, stock exchanges and fiinance corporations’ 
Mvision. 
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As referred to earlier, the Capital Issues (Control) Act pro- 
vides for the constitution of an Advisory Committee consisting of 
not more than five persons to which the Central Government may 
refer for advice any matter arising out of the administration of 
the Act. This Advisory Committee consists of representatives of 
organised trade and industry and of the general public and is 
usually presided over by a person with wide knowledge and expe- 
rience of company matters, management and company jSnance. 
The Advisory Committee does not deal with individual applica- 
tions or specific cases which must necessarily be left to the decision 
of Government. But the Committee is consulted on major issues 
of policy relating to corporate investments on which Government 
may consider it necessary to have the views of the Committee. 
The Committee meets two to three times in a year. 

Sanction for capital issue is decided by taking into consi- 
deration the following factors, financial as well as technical. 
(1) Whether all the capital asked for is likely to be required in 
the immediate future or, if there is any phased programme of 
expansion by the company applying for licence, (2) whether the 
company has already at its disposal adequate funds locked up 
in less desirable investment, (3) the terms of capital issue, whether 
at par or at a premium, (4) the amount of underwriting and bro- 
kerage charges, (5) whether the proposed issue is likely to cause 
an imbalance in the capital structure of the company as between 
equity and fixed interest-bearing capital, (6) whether the terms of 
the proposed issue are otherwise than in conformity with the pro- 
visions of the Companies Act and (7) whether the appointment or 
re-appointment of managing agents has been according to the 
provisions of the Companies Act. In disposing of the applications 
the concerned Ministry is also consulted, to ensure that the busi- 
ness objects of the company are in line with Government policies 
and that the sum asked for is reasonable. 

Also, where a licence has been subject to the approval of the 
terms of collaboration of a foreigner, no consent can be issued un- 
til those terms have been finally aproved. Besides, there are a few 
technical requirements laid down by the Advisory Committee, for 
the grant of consents for capital issues. These relate to (i) mainte- 
nance of a particular ratio between equity (including free reserves) 
and fixed interest bearing capital and (ii) raising of a certain mini- 



Legtslaiive Protection to Investors 


37 


mum percentage of capital by private subscription before consent 
can be granted for a. public issue, in the case of new issues/ Appli- 
cants are divided mto; two classes: industrial concerns and non- 
industrial concerns. In regard to industrial concerns, the princi- 
ple is to exclude those industries which do not fall roughly within 
the limits of the Five-Year Plans. In regard to Bon-industrial 
concerns like banking and insurance companies and airlines, per- 
mission is refused if it is felt that the field is too overcrowded* 
Now, of course, life insurance and airlines business are nationa- 
lised. Permission is also refused (i) to companies whose financial 
position is unsatisfactory, in order to safeguard the interest of 
the small investor, (ii) in case of speculative enterprises and (iii) 
when bonus shares are sought to be issued (a) either on the 
revaluation of assets or (b) by companies not having sufficient 
genuine reserves. 

Bonus issue applications are refused where the company is 
not under-capitalised or where the issue is otherwise considered 
not in the public interest or where the residual free reserves do 
not bear a reasonable ratio (generally 20 per cent) of the increased 
paid-up capital. 

Once issues of capital are sanctioned, companies are, as a 
rule, allowed a period of 24 months to raise the amount sanctioned 
and are required to submit a statement to the Controller of Capi- 
tal Issues at the end of the first 6 months and thereafter at the 
end of every 3 months showing the amount actually raised by 
them. In practice, according to the statement made in Parliament 
by the Finance Minister in February 1956, very few companies 
regularly submit the returns due from them and one important 
administrative problem was to reorganise and strengthen the 
machinery for follow-up work. Suitable separate cells, he stated, 
were, therefore, created in almost all the important offices of 
Registrars of Joint Stock Companies and these, he hoped, would 
make it easier for Government to- obtain data relating to actual 
raising of capital against consents granted. 

It is rather difficult to pasS' a judgment on the extent to 
which the objectives of capital issues control have been fulfilled. 
It has been observed that in respect of the amount of capital the 
percentage ot consents to applications is quite hi^» being of the 
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order of 80 to 90 per cent. Incidentally, it was so in the U.K. 
also. This high percentage could be due either to applications 
being generally of high standard or to the control being of a 
routine character. The control has, however, done much to en- 
sure a healthy capital structure. It has also exercised a generally 
healthy influence in the matter of capitalisation of reserves; profits 
from revaluation of assets have not been permitted to be capi- 
talised. Undoubtedly the control has been, by and large, nega- 
tive in approach, but no control apparatus can have a positive 
approach, though indirectly the flow of investment into desired 
channels is likely to be achieved. 

There have been suggestions from the business com- 
munity that the control of capital issues should be scrapped, 
and that in any case relaxations should be effected, these 
demands being intensified after substantial relaxation of the 
corresponding regulations in the U.K. in July 1958. It would, 
however, be undesirable to abandon this instrument of regulation 
of investment in the economy. In a planned economy of the 
type we are building there is absolute need for a control appara- 
tus like control of capital issues, notwithstanding the existence 
of other regulatory measures like the system of industrial licens- 
ing imder the Industries (Development and Regulation) Act and 
the Companies Act. A somewhat stronger case has, however, 
been made for the raising of the exemption limit of Rs. 5 lakhs 
per year, on the ground, among other things, that there has been 
a substantial rise in the cost of setting up of industrial units. The 
Advisory Committee on Capital Issues recommended the raising 
of the limit to Rs. 15 lakhs. As mentioned earlier. Government 
decided, in August, 1959, to raise the exemption limit to Rs. 10 
lakhs. While the private sector should legitimately press for re- 
laxation of restrictions, so far as the requirements of a planned 
economy go, it is necessary to regulate the investment in the 
private sector. As a matter of fact, the control should be extend- 
ed to the emploiment of company reserves, i.e. owned funds. 
This was in fact done in November 1956, when the then Finance 
Minister, Shri T. T. Krishnamachari, introduced the scheme of 
compulsory deposit of a part of current reserves of companies, 
though the contemplated (but happily not implemented) regula- 
tion of investment of past reserves was misconceived. However, 
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this was withdrawn in less than a year. It is true that there are 
difficulties in administering it but in an economy which has em- 
barked on central planning, administrative considerations should 
not stand in the way of employing important regulatory mea- 
sures. Of course, things should be disposed of without delay, 
and this is perhaps being done as the administrative machinery 
has by now acquired more experience. 

Criticism has also been offered regarding insistence, by the 
Controller of Capital Issues, of some rigid ratios between equity 
and preference capital; recently some relaxation was effected. 
Strong objection has been taken, which appears to have consi- 
derable force, to the regulation, by the capital issues control 
administration, of the fixation of the price at which the new 
capital is to be issued. There has also been considerable criticism 
about the vagaries of Government policy with regard to the sanc- 
tion of applications for issue of bonus shares. This is probably 
connected with Government’s policy of taxing bonus issues; how- 
ever, it is desirable to avoid too frequent changes in policy. 
Although this is not quite the place to discuss it, it would appear 
that the bonus tax itself is misconceived and runs counter to the 
policy of encouraging companies to retain in the business a rela- 
tively larger share of profits. 

In regard to the administration of the various statutes con- 
cerning the corporate sector, one suggestion that may be made 
is the establishment of a single quasi-independent body, on the 
lines of the Securities and Exchange Commission of the United 
States. That body administers all the allied statutes, namely, the 
Securities Act (corresponding to our Companies Act), the Secu- 
rities Exchange Act (corresponding to our Securities Contracts 
Regulation Act), the Investment Company Act and three or four 
other statutes. The Bhabha Committee on Company Law Reform 
also made a similar recommendation. The then Finance Minis- 
ter did not rule out the establishment of such a body, but in the 
first instance he decided to set up a separate department of the 
Ministry, namely, the Department of Company Law Administra- 
tion, which is now part of the Ministry of Commerce and Indus- 
try. At present, capital issues control comes within the 
jurisdiction of the Ministry of Finance, which is also in 
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charge of the regulation of trading in securities. For the latter 
purpose, a directorate is being set up, with headquarters at Bom- 
bay. The time seems to be ripe for the establishment of a com- 
mission, to which may be entrusted the administration of the 
Companies Act, the Capital Issues (Control) Act, the Securities 
Contracts (Regulation) Act and any other similar statute that 
may be enacted. This will ensure proper co-ordination of poli- 
cies and generally contribute to efficient administration of the 
enactments. 


(f) REGULATION OF BANKING 

A brief reference may also be made to the regulation of com- 
mercial banks. In terms of the Reserve Bank of India Act, the 
Reserve Bank possesses the usual instruments of general credit 
control in regard to scheduled banks (i.e. member banks). 
The Reserve Bank also possesses wide powers of direct regula- 
tion, in respect of scheduled and all other commercial banks, in 
terms of the Banking Companies Act, 1949. This Act is a com- 
prehensive measure covering the establishment, the working and 
liquidation of banks, all with a view to protecting the interests 
of depositors. Minimum requirements of capital, reserves and 
liquid assets are stipulated. The opening of branches and amal- 
gamations are subject to the Reserve Bank’s approval. The 
Reserve Bank hais direct powers of regulating the manner in 
which banks employ their funds. Through a system of regular 
inspection of banks, the Reserve Bank has done much to raise 
standards of banking and to contribute to the growth of banking 
habit. 

The role of the Reserve Bank and of Government in the 
field of banking has not been merely a negative one. Increasing 
attention is also being paid to the development of banking faci- 
lities, especially in areas where they are not available or are 
inadequate. India’s biggest commercial bank, the State Bank of 
India, which is now predominantly State-owned, has launched a 
programme of vigorous expansion of branches. The Reserve 
Bank has also sought to promote banking development through 
progressive liberalisation of remittance facilities. 
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It is aot enough to have comprehensive statutes; they must 
be enforced with vigour and at the same time with understand- 
ing. One gathers the impression that there is scope for consi- 
derable improvement in these directions. This requires an ade- 
quate number of personnel possessing both ability and integrity. 
In the post-inde|3endence period there has been a vast expansion 
in the administrative and economic functions of Government. 
Gonsequently, there has been an acute shortage of competent 
personnel, with the result that enforcement has not been wholly 
satisfactory. However, it would appear that the situation is be- 
ing remedied. 
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Chapter 3 

GROWTH OF CAPITAL MARKET — 
STATISTICAL ANALYSIS 

We shall now make a statistical review of the growth of 
the Indian capital market- We shall analyse the data relating 
to the working of the corporate enterprise, new issues of capital, 
life insurance business and investments, provident fund collections, 
volume and composition of Government debt, the growth of 
post office savings bank business and other types of small savings 
and finally the growth of commercial bank deposits, especially 
of savings and time deposits. 

(a) CORPORATE ENTERPRISE 

A very important indicator of the growth of the capital 
market is the growth of corporate enterprise, i.e. joint stock 
companies. During the 11-year period 1948-59, the number of 
joint stock companies at work increased from 22,675 to 27,479 
(Table 1). These figures include Government companies also, 
which are on the increase during the last few years, following 
the establishment of industries by Government under the Five- 
Year Plans. The growth has, however, been rather erratic. The 
bulk of the increase occurred during the years 1948-52 after 
which the rate of increase slowed down considerably and in the 
three years 1956-59 there was a decrease in the number of com- 
panies by about 2,400. This is largely explained by the coming 
into force of the Companies Act, 1956, as a result of which 
many companies probably found it difficult to comply with 
the provisions of the new legislation. It is officially reported that 
many of them were virtually defunct, so that the decrease in the 
number of companies at work should be regarded as strengthen- 
ing of the corporate sector; it will be noticed that during these 
years the paid-up capital recorded a rise. The total paid-up 
capital of the joint stock companies at work more than doubled 
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JOINT STOCK COMPANIES AT WORK 


Growth of Capital Mm^ket — Statistical Amlysis 43 


rs'Si 


3 c3 


Cu 

3*a 

« rt 

Pk o 



«O0 C05 

^4, ++ ^ COS 

t-, f-, »r, CK ^ ^ 1^ lo A rr ^ 

v-> r-* o <3 00 a^ ON O O r 4 ^ ^ ^ 


<n o 00 c* cs m i> ro 

' ON 04 r- »o 00 


ON 

o 

r 4 ' *n’ r^’ 00 on' On' on' on' On' On' o 6' rC w 

ol D d d 01 d oj d 04 d d oJ 


On 


44 44 

J, • ON 0 > ON NO CO ‘Ot 

<<0'!tvc— <0 0%^0 

^ ^ c^{ d d CO CO CO ro »o 


6CC 

ooo ^ 

VO W g 

00 ¥ 


^OdlOjONONddClT'O'. ^ 
. . •N 3 i--i»riVns£) 0 \'el''<^.'<^rx 

<3 0^ • w 

»_• h.;: NO ON On' o o o O'. 

^ ^ ^ ^ ^ ^ ^ c-i n O'l 


J! Ji^'OdONNn'^0»o‘sfCJ*'<tO 
‘<I'<,'<3!NoOddNooN’r-'iinO©oo£i 
«0 NO NO VO \0 VO - d d O *> O 


OOt^V^dNOVsiONO O 
. , ♦ NO *0 ro d ’CH NO ^ NO ^ 

■<r <3 < o o VN CX5 04 O d d' 

tT? . *5r . Hr 04 d d , o' O ON 00 00 .O' d w 

^ ^ iA tH , iTH .H-l . 


OOOnO— idm-^V'NNOdOO 

dooONO’^r-4<T>'^VNVOd 
.^xrTriNr>»ANn»0»niA«£N^ 
OnONONOnOnONOnON. OnONON 


,'3-' 

•S 

■R 

■■■"*% ■"■ 

.'■S- 

Oo 


•3' 

c 

-O 


55 £>5 

C C3- 

i3 5 

W3 t*- 

3 3 
•§1 
£S 

o a> 

•£2 «£t 


iS 5 

‘a*& 

gg 

■02 

'as 

m 

fflj Cl 

U h*' 

O p' 

l3lS' 


c 

«$ 

Ui 

B 

6 

o 


1 

C H -V 


ii 

c3 

t 

OD 

ti 

a o 

CtJ 2 WS - :■ 

!s P ND O 

.wo ■ 

’W' C5lt 

3 P g 


•^VO 

fs.jD 

»^ON 


4 ri W 
jwON 


^ W Q K 

•SPZ-s-Sl 

"S 35 

. 11211 

p < 

^ 2' 


a* t 

^ 6 * 5 - ■■ 

CQ % 

wl" 
3 p- 
P R 
3 R 

£t3 


Jr*>- 
a ® 
P R 

5 

*t: 



44 The Capital Market of InSia 

during the decade, from Rs. 570 crores to Rs. 1,217 crores, 
excluding Rs. 300 crores of the Government-owned Hindustan 
Steel Limited. A part of the rise in capital is due to the 
capitalisation of reserves. At the end of 1958-59, there were 
37 public and 66 private limited Government companies, with 
paid-up capital of Rs. 19 crores and Rs. 405 crores, respectively, 
of which Hindustan Steel Limited accounted for Rs. 300 crores. 

An interesting feature of the growth of joint stock enterprise 
is the steady decline in the number of public limited companies 
and a rise in private limited companies- It would appear that 
this trend is due to the comparative advantage possessed by the 
private companies in the matter of disclosure of information and 
other statutory requirements. Public companies also found it 
convenient to convert themselves into private ones. During the 
period 1951-59, for wMch separate data are available, the number 
of public limited companies declined from 12,568 to 7,760; on 
the other hand, the number of private limited companies rose 
from 15,964 to 19,719. The number of private companies rose con- 
tinuously upto 1956-57, the peak of the annual rise being in 1953- 
54, with an increase of about 2,000 companies which corresponded 
to an equally sharp decline of about 1,800 companies in the case of 
public limited companies. However, in the years 1957-59, private 
limited companies also recorded a substantial decline of over 
800 which, as already mentioned, would appear to be due to the 
coming into force of the new Companies Act. Notwithstanding 
the decline in the number of public limited companies, there was 
an increase in the paid-up capital which during the 8-year period 
for which data are available rose from Rs. 566 crores to Rs. 784 
crores. In the case of the private limited companies, of course, 
the rise in capital was proportionately much larger, from Rs. 209 
crores to Rs. 432 crores, excluding the Rs. 300 crores of Hindus- 
tan Steel Limited. 

(b) CAPITAL ISSUES CONTROL STATISTICS 

It may also be useful to analyse statistics relating to capital 
issues control. Although what matters is the actual issue of 
capital by companies, statistics relating to applications to issue 
capital and the grant of consents by Government throw some light 
on company formation potential. Recently, data have become 
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available abO'Ut capital , raised by companies which have been, 
granted consents' by the Controller ' of Capital Issues. These data 
reveal an encouraging picture' of the Indian capital market. A 
good portion of consents has been utilised to raise capital . : 
total capital for which' consent was given to non-Government 
companies (and excluding bonus . issues but including miscella--. 
neous issues e.g. Loans) showed a decline between 1950 and 
1952 from Rs. 67 crores to Rs. 25 crores, but from 1953 onwards 
there was a continuous rise, the peak being reached in 1956 with- 
an amount of Rs. 162 crores; in the next two years the amount: 
declined sharply to Rs. 122 crores and Rs. 83 crores, respectively' 
(Table 2). Applications for issue of capital for industrial pur- 
poses have been predominant, in keeping mth the pattern of eco- 
nomic development in the country. Thus, consents for industrial 
issues have accounted for 75 to 85 per cent of total consents. 
Likewise, generally speaking, initial issues (ie. issues by new com- 
panies) have been more important than further issues by existing 
companies. 


TA'BLE2 

CAPITAL, ISSUES CONTROL -- TOTAL CONSENTS 

(Rs. Crores) 


Year 

Private 

Sector 

Government 

Companies 

Total Consents 

Including 
Bonus " 
Issues 

Excluding 

Bonus 

Issues 

Including 
Bonus 
Issues ' 

Excluding 

Bonus 

Issues 

1950 

75.4 

66.8 

. 2.5 

77.9 ' ' 

69.3 

1951 

56.5 

45.7 

: ■ 3.1 ' 

59.6 

48.8 

1952 

33.2 

25.4 

6.6 

39.8 

32.0 

1953 

71.9 

57.2 

9.5 

81.4 

66.7 

1954 

101.3 

91.4 

9.3 

110.6 

100.7 

1955 

118.8 

112.3 

6.6 

125.4 

118.9 

1956 

170.8 

162.3 

59.4 

230.2 

221.7 

1957 

137.8 

122.3 

18.0 

155.8 

140.3 

1958 

93.9 

83.2 

333.5 

427.4 

416J 


Source:- Qaarterly Statistics on the Working of Capita! Issues Control. 

It was mentioned earlier 'that the actual sums of capital 
raised by companies in possession of consents have been quite 
substantial. These data in respect of non-Goveinment compani^ 
for which infonnation is available are presented in Table 3.^ 
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were given and not against the year in which the amounts were actually raised. Thus Rs. 29.22 crores shown 
against 1955 under share capital were raised not in 1955 but by companies which were given consents in 1955 for 
issue of capitaL 

Sourcei — Quarterly Statistics on the Working of Capital Issues C-ontrol. 
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During the 8-year period 1950-57, out of a total consent for 
Rs. 552 crores (excluding bonus shares), the amount subscribed 
was Rs. 327 crores and the amount paid up Rs. 292 crores, 
comprising Rs. 226 crores of share capital and Rs. 66 crores 
of debentures. Since for not all companies is information avail- 
able, the actual amount raised by the private sector is 
larger than indicated by the above figures. It should be empha- 
sised that the figures given against each year relate to the year 
in which consents in respect of those issues were given and not 
to the year in which the amounts were actually raised. For the 
years 1957 and 1958, however, comprehensive data are available 
in respect of capital raised in each of the years (Table 4). It 
will be seen that in 1957 the total amount raised by non- 
Government companies amounted to Rs. 55 crores. The 1958 
data are partial and indicate a decline in the capital raised to 
Rs. 38 crores.* These figures relate to capital raised against 
consents only and do not take into account figures of capital 
raised under exemption order; the amount thus raised was Rs. 9.51 
crores in 1957 and Rs. 8.32 crores in 1958. 

(c) WORKING OF CORPORATE ENTERPRISE 

It would also be useful to review briefly the working of the 
corporate sector in India in recent years. Ehiring the last 5 years, 
the Department of Research and Statistics of the Reserve Bank 
of India has been publishing comprehensive annual surveys of 
the financial results of public limited joint stock companies. At 
first a sample of 750 public limited companies, accounting for 
about two-thirds of the paid-up capital of the sectors covered 
(finance companies and Government companies being the main 
groups excluded from the coverage) was taken; this sample has 
since been raised to 1001 companies, accounting for about three- 
fourths of the paid-up capital of the sectors covered. Very re- 
cently, the Reserve Bank also carried out a study of the finances 
of 333 private limited companies. These statistics give a fairly en- 
couraging picture of the working of the joint stock enterprises 

* Available data indicate that in 1959 the amount raised was signi- 
ficantly larger than in 1958. 
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in India. The rate of growth of investment has been quite pheno- 
menal in recent years in keeping with the accelerated tempo of 
development of the Indian economy under the impetus of the First 
and Second Five Year Plans. From 1953 onwards there has been a 
steady growth in investment; profits also rose continuously till 
1956; in 1957, however, there was a set-back. The performance of 
individual industries obviously shows divergence, reflecting special 
problems affecting them, but, on the whole, the growth of the 
corporate sector should be regarded as satisfactory. International 
comparisons are extremely difficult to make because of non- 
availability of data on a uniform basis, though in this respect it 
may be a pleasant surprise to note that Indian statistics are far 
more comprehensive than the data available for many other deve- 
loped countries. However, some rough studies in respect of three 
countries, namely, U.S-A., U.K. and Japan, indicate that the 
rate of profits in India, by and large, compares not unfavourably 
with that in other countries. 

In Table 5 are given the details of income and expenditure 
of 750 companies for the years 1950 through 1955 and of 1001 
companies from 1955 to 1957. It will be noticed that dividend 
distribution has tended to be somewhat steady, with the result 
that the impact of variations in profits has largely been on re- 
tained profits. Between 1952 and 1955, a progressively larger 
share of profits was utilised for reinvestment, the ratio rising 
from 21 per cent of profits after tax to 46 per cent; but in 1956 
and 1957 there was a decline to 40 and 21 per cent, respectively. 
The average for the First Plan period was 39 per cent. Table 6 
gives certain percentages of profitability for all the companies 
considered together. The various ratios of profitability showed a 
continuous rise from 1953 to 1955. In 1956, however, there was 
a small decline, which became very pronounced in 1957. Three 
ratios, namely, (i) profits after tax as percentage of net worth, 
which is probably the most satisfactory indicator of profitability, 
(ii) dividend as percentage of paid-up capital (which is rather a 
crude way of measuring either profitability or distribution to 
shareholders) and (iii) dividend as percentage of net worth (a 
satisfactory guide to rate of distribution to shareholders) are given 



51 


Growth of 'Capital Market — Statistical Analysis 

in Table 7 for important groups of industries for each of the years 

1955 to 1957. It will be seen that for all the companies together, 
the ratio of profits after tax to net worth as well as of dividends 
to paid-up capital are about the same, being generally around 8-9 
per cent; the ratio of dividends to net worth is much smaller, 
around 5 per cent. Also, the first two ratios show wide divergence 
among the various groups, whereas the third (ratio of dividend to 
net worth) shows much smaller variations. 

In Table 8 are given the various profits ratios for, India and 
three foreign countries, namely, U.S.A., U.K., and Japan. There 
are, as already mentioned, many limitations in comparing the 
data: even so, they are useful. As regards the two most im- 
portant ratios, namely, profits after tax as a percentage of net 
worth and dividends as percentage of paid-up capital, the Indian 
figures compare not unfavourably with those of the other coun- 
tries; in this connection it should be noted that the U-S. ratios 
will be actually lower if account is taken of the fact that share- 
holders have to pay tax on dividend income, a system that has 
now been introduced in India. 

An analysis of sources and uses of funds reveals the rapid 
growth of the corporate sector. In respect of the 750 companies, 
the total of the sources/ uses of funds, after declining sharply 
from Rs. 124 crores in 1951 to Rs. 32 crores in 1952, rose con- 
tinuously to Rs. 136 crores in 1955 (Table 9). In respect of the 
1001 companies, the total of the sources/uses of the funds in 

1956 was Rs. 256 crores and for 1957, a little lower at Rs. 235 
crores. Among the uses of funds, the rapid growth in fixed assets 
formation has been particularly significant. During the five-year 
period 1951-55, which roughly corresponds to the First Five Year 
Plan period, gross fixed assets formation at Rs. 271 crores con- 
stituted a little over 60 per cent of total assets formation: the 
annual figure rose from Rs. 33 crores in 1951 to Rs. 81 crores 
in 1955. As regards the 1001 companies, gross fixed assets forma- 
tion was as much as Rs. 134 crores during 1956 and it was even 
larger at Rs. 174 crores in 1957, More than these absolute figures, 
the rates of capital formation will be found interesting. These 
figures are given in Table 10. The rate of growth recorded 
a marked rise from 1955 onwards, it being impressive in respect 
of fixed assets; this explains both the large deficit in balance of 
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SOURCES AND USES OF FUNDS OF PUBLIC LIMITED COMPANIES 

A. Sources of Funds (Rs. Crores) 
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payments and the acute monetary stringency during the period. 
Inventory accumulation, as in most countries, has shown wide 
fluctuations. In Table 11 are given the pattern of sources and 
uses of funds for U.S.A., U.K, and Japan. 

As regards sources of funds, internal sources (depreciation, 
taxation and other reserves grouped under savings) constitutal the 
major source, accounting for about 60 per cent of the total sources 
of funds in the First Five Year Plan. The increase in paid-up 
capital was rather small. In 1956, there was a marked shift on 
account of the sharp rise in investment; in respect of the 1001 
companies, external sources of finance (i.e. new share issues and 
borrowings) became much more important, accounting for 63 per 
cent of the total of the sources of funds as compared to only 44 
per cent in 1955 in respect of the 750 companies. Of the external 
sources, bank credit was most important, constituting 25 per Cent 
of the total source of funds, as compared to only 6 per cent in 
1955. In 1957, external funds were even more important, con- 
stituting 72 per cent, though bank credit was much less impor- 
tant than in 1956. In the last 2-3 years borrowing from the 
World Bank has been an important source of finance, which is 
reflected in the sharp rise of the item ‘other mortgages’, the bene- 
ficiaries being the steel companies. 

The pattern of assets and liabilities of the 1001 companies 
as at the end of 1957 is given in Table 12. Of the total net as- 
sets of Rs. 1831 crores at the end of 1957, net fixed assets con- 
stituted 41 per cent and inventories 31 per cent, as compared to 37 
per cent and 29 per cent, respectively, at the end of 1955. Invest- 
ments and cash together constituted 14 and 10 per cent, respectively, 
in 1955 and 1957. Net worth, i.e. paid-up capital plus free reserves, 
constituted 47 per cent of the total net assets, as compared to 53 
per cent in 1955, the decline reflecting the growing dependence on 
outside finance. Likewise, there was a continuous decline in the 
ratio of current assets to current liabilities, from 1.49 in 1955 to 
1.31 in 1957. It was as high as 1.65 in 1950 in respect of the 750 
companies. Total borrowings amounted to Rs. 510 crores or 28 
per cent, of which the largest item represented borrowings from 
banks, for Rs. 252 crores, followed by other mortgages for Rs. 103 
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It should • bC' pomted out that unlike in many developed 
countries, the capital structure -of ' the Indian joint stock com- 
panies is . very well balanced, the largest amoiint ' representing 
equity capital. Thus, out of Rs. 526 crores of paid-up capital 
ait ' the end of 1957, Rs. 434 crores or a little over 80 per cent 
comprised ordinar}^ or equity capital, the rest being preference 
capital. Debentures formed only about 10 per cent of the paid- 
up capital. Ill the U.K., for instance, three-fourths of the paid- 
up capital is ordinary and one-fourth preference. Debentures 
form a higher percentage of capital, namely, about 30. In the 
U.S.A., while the relative share of ordinary and preference 
capital is more or less the same as in India, debentures consti- 
tute a much higher percentage of capital, namely, 75-80. 
This is perhaps due to the fact that the shareholders do 
not get any credit for the tax paid by the company, unlike in 
India (till 1958-59) and the U.K. This is what the Americans 
call double taxation of dividends. 

It is not necessary to review in the same detail the data 
which the Reserve Bank has published, for the years 1955, 1956 
and 1957, of the finances of 333 private limited companies 
(other than financial and Government companies), accounting 
for 30 per cent of the paid-up capital of all the private com- 
panies in the sectors covered. The structure of assets and liabi- 
lities and operating results of these companies for 1955, 1956 
and 1957 together with some ratios are given in Table 13. 

, (d) LIFE INSURANCE 

The growth of life insurance is yet another important indi- 
cator of the growth of savings and supply of funds to the capi- 
tal market. The statistics are presented in Tables 14 and 15. With, 
the establishment of the Life Insurance Corporation of India, it 
would appear that statistics relating to life insurance will be 
available more promptly and more fully than was the case^ 
earlier. 

In the ^ post-Independence period, life insurance business 
has recorded a not insignificant progress. The number of new 
policies as well as the sums assured in India have shown, by 
and large, a steady rise, the former from 486,000 in 1948 to 
796,000 in 1955 and the latter from Rs. 135 credos to Rs. 241 
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TABLE 13 

PATTERN OF ASSETS /LI ABILITIES, AND OPERATING RESULTS 
. OF 333 SELECTED PRIVATE LIMITED' COMPANIES' -- 
1955. 1956 AND 1957 

(Rs. croras). 




.1955 

1956 

1957 

I. 

Paid-up capita! — ■ at the end of the year 59 

60 

62 

2. 

Free reserves Sc surplus „ 

21 

21 

21 

.3. 

Net worth (14*2) 

80 

81 

83 

4.'' 

Borrowings 

49 

56 

57 

5. 

Trade dues and other 

current liabilities „ 

45 

52 

58 

6. 

Gross fixed assets „ 

61 

68 

76 

7. 

Net fixed assets „ 

34 

37 

41 

8. 

Inventories „ 

58 

65 

69 

9. 

Total assets/ liabilities (net) „ 

187 

206 

218 

10. 

Total income during the year 

246 

286 

304 

11. 

Sales „ 

201 

238 

253. 

12. 

Profits before tax „ 

11 

13 

14 ' ■ 

,13. 

Profits after tax 

6 

6 

5 

14. 

Dividends paid „ 

4 . 

4 

4 


Profits retained „ 

" 2 

•2 

1 


Percentages* 




Gross profits as percentage of total 
capital employed 

7.2(10.2) 

7.7( 9.5) 

7.8(7,4) 

Gross profits as percentage of gross sales 

6.7(10.4) 

6.7(10.0) 

6.7(8.0) 


Profits after tax as percentage of net worth ,7.3( 9.0) 7.3( 8,7) 5.8(6.2) 

Dividends as percentage of paid-up 

capital (ordinary shares) 6.1( 9.1) 7.1( 9.5) 7.2(8.7) 


* Figures in brackets give the corresponding percentages in respect of the 
loot public limited companies referred to earlier. 
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DISTRIBUTION OF ASSETS OF ALL INDIAN INSURANCE COMPANIES — LIC 
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(51.6) 

(a) Ordinary Shares N.A. N.A. 19.9 25.3 22.9 32.4 37.9 +15.0 +65.47 

(20.9) 

(b) Preference Shares N.A. N.A. 11.3 14.0 13.7 15.8 16.8 +3.2 +23.10 

( 12 . 0 ) 



FABLE 15 (Contd.) 
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TABLE 15 (Contd.) 

B. Percentage Distribution of Total Assets 
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crores; the rise in business in 1954 and 1955 was somewhat of an 
unhealthy character. Both recorded a substantial fall in 1956, 
but there was a recovery in 1957, the number of policies being 
811,000 and the sum assured being Rs. 278 crores; these rose 
respectively, to 955,000 and Rs. 339 crores in 1958*, reflecting 
in part the high tempo of salesmanship of the Life Insurance 
COTporation (Table 14). More important than the new business 
is the total of the outstanding business, since a part of the new 
business may be at the expense of policies which have been paid- 
up or otherwise ceased to be current. The total number of 
policies in force in India rose from 3.0 million at the end of 
1948 to 6.0 million at the end of 1958; during the same period 
the total amount of life business in force also more than doubl- 
ed, from Rs. 724 crores to Rs. 1,584 crores. This gives a per 
capita insurance of about Rs. 40 which is an extremely low figure, 
constituting less than one-eighth of per capita, income. (The per 
capita insurance in the U.S. is something like Rs. 15,000 or 150 
per cent of per capita income). Low per capita insurance in 
India is a reflection of not merely low per capita income and 
saving ability but also of the lack of adequate life in- 
surance salesmanship. Thus, for a population of almost 
400 million, the number of life policies outstanding is only of 
the order of 6 million; it will be borne in mind that many people 
have more than one policy. (In the U.S. for a population of a little 
over 170 million the number of policies in force, includ- 
ing group and other policies, was 267 million as of 1958). The 
annual increase in life fund (which represents the insurance com- 
panies’ total income less outgo) doubled from Rs. 18.3 crores 
in 1948 to Rs. 37.4 crores in 1958. 

In this study, we are particularly concerned with the pattern 
of investment of life funds. It has been mentioned earlier that 
there are fairly rigid statutory requirements regarding invest- 
ment of life insurance funds in India. The investments are pre- 
dominantly in Government and quasi-Government securities. In 

* It was recently stated that in the first 8 months of 1959 new 
hnsiness completed was running 23 per cent higher than that in the cor- 
responding period of 1958 and that the target of Rs. 415 crores for the 
whole year was likely to be reached. The Corporation’s goal for new 
business in the last year of its five year plan i.e. 1%3, is Rs. 1000 
crores. 
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fact, the bye-laws of some of the insurance companies, in parti- 
cular the former Oriental Life Insurance Company, required a 
high percentage of investment in Government securities. The 
total assets of Indian insurance companies, including non-life 
companies for which separate data are not available prior to 

1954, nearly doubled from Rs. 193 crores in 1948 to Rs. 371 
crores in 1955. At the end of 1958, the life assets alone (of the 
Life Insurance Corporation) amounted to Rs. 505 crores (Table 
15). During the 10-year period as a whole, there was no major 
shift in the composition of life investments. The largest amount 
was accounted for by Central and State Government securities 
which rose from Rs. 107 crores in 1948 to Rs. 256 crores. How- 
ever, as a percentage to total assets. Central and State Govern- 
ment securities recorded a net fall of 4 points from 55 to 51 
during this period; the percentage was as low as 45 in 1954 and 

1955. On the other hand, shares and debentures recorded a rela- 
tively larger increase; the amount increased from Rs. 24 crores to 
Rs. 76 crores and the percentage from 12.7 to 15.1, the highest 
being 16.1 per cent in 1955. During the time that the Life Insur- 
ance Corporation has been in existence, the holdings of shares, 
particularly ordinary shares, have risen somewhat fast, from Rs. 
23 crores to Rs. 38 crores or by 65 per cent as compared to the 
22 per cent rise in total assets during the same period. Recently, 
the Chairman of the Corporation stated that there was shortage 
of ^blue chips' i.e. good scrips, but for which investment in shares 
would have been larger. The LICs investment operations now 
have profound effect on stock market sentiment and stock prices. 
The industrywise distribution of the LICs holdings of shares 
(ordinary and preference) and debentures, as at the end of 1958, 
is given in Table 16. 


TABLE 16 

DISTRIBUTION OF THE LICS INVESTMENTS AMONG 
IMPORTANT INDUSTRIES 



Industries 

Amount 
invested 
(Rs. crores) 

Percentage; 
to total 

L 

Electricity 

8.74 

11.5 


Engineering 

8.69 

11.4 

Wh 



10.0 

4 

Iron and Steel 

r ... 5.67 

7.4 
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Industries 

Amount 
invested 
(Rs. crores) 

Percentage 
to total 

' 5. 

■ ... . 

■4.19 - 



Cement 

4.31 


7. 

Paper and Pulp 

3.11'. 

4.1 

8. 

Banks 

2.86 

3.8 

9. 

Coal ... ■ 

1.97 

2.6 

10. 

Sngar and Brew^eties 

i:7i 

2.2 ■ 

11. 

Insurance ... 

1.61 

2.1 

12. 

Shipping and other Transport... 

1.49 

2.0 

■■ 13. 

Plantations 

1.42 

1.9 

14. 

Chemicals and Pharmaceuticals 

1.28 

1.7 

15. 

Others 

21.53 

28.3 


Total 

76.17 

100.0 


Besides, the Corporation has been engaging in underwriting 
activity. The particulars for the period September 1956 — De- 
cember 1957 and for the year 1958 are as under: 


TABLE 17 

UNDERWRITING OPERATIONS OF LIC 



Total No. 
of issues 
underwritten 

Debentures 
and Loans 
(Rs. crores) 

Preference 
Shares 
(Rs. crores) 

Ordinary 
Shares 
(Rs. crores) 

CJ 21' 

3 P 

s 2 b 

o c 

'"w 

Sep, 1956— 

-Dec. 1957 21 

0.23 

1.20 

0.44 

1.87 

1958 

. 19 ■■ 

2.21 

0.43 

0.10 

2.74 

Total 

40 

2.44 

1.63 

0.54 

4.61 


Underwriting is of special significance in respect of share capital, 
especially ordinary capital, but the Corporation’s underwriting 
of ordinary shares is the smallest. Naturally, the Corporation 
has chosen to proceed cautiously. Information is not available 
as to the amount, if any, which the Corporation had to take up 
in fulfilment of the underwriting commitments. It is not im- 
likely that in any event the Corporation would have liked to ac- 
quire for its portf<rfio the issues which it agreed to underwrite. 
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Mortgages on property recorded very little net change per- 
centagewise, at 2.5; land and house property investments are 
also relatively unimportant, accounting for 4.4 per cent. 

The pattern of assets of Indian insurance companies has re- 
mained relatively stable over the years, and thus there has been 
no disturbance to the capital and money markets from this 
source, unlike in some countries, particularly the U.S.A. In 
foreign countries, generally speaking. Government securities do 
not occupy the important place which they do in India in the 
assets structure of insurance companies. The two items which 
have shown substantial rise and occupy an important place in 
the assets structure are mortgages and shares and debentures. 
In the U.K., for example, British Government and other Govern- 
ment securities together account for about 30 per cent of the 
total assets now, as compared to almost 50 per cent about a de- 
cade back (Table 18). Stocks and debentures together account 
for almost 40 per cent of total assets, as compared to about 30 
per cent in 1947, the rise being mostly in ordinary shares. Mort- 
gages have also risen substantially, the percentage to total in- 
vestments going up from 6 to 14. In the U.S.A., except during 
the last war. Government securities have not occupied an im- 
portant place in the assets pattern. In the War years, the life 
companies bought substantial amounts of Government securities, 
which in fact increased more than the increase in total assets. 
Government securities rose from $6 billion in 1940 to $21 billion 
in 1945, or from 18.7 per cent to 45.9 per cent of total assets 
(Table 18). But, in the post-war years, there has been a marked 
shift away from Government securities to mortgages and indus- 
trial bonds and shares. In the result, both the Government secu- 
rities market and stock market have been profoundly influenced 
by the operations of life insurance companies. Thus, whereas 
total assets of life companies rose from $45 billion in 1945 to 
$108 billion in 1958, U.S. Government securities holdings fell 
from $21 billion to $7 billion in 1958; percentage-wise, U. S. 
Government securities came down from 45.9 to 6.7 ! On the 
other hand, mortgages rose from $7 billion to $37 billion or 
from 14.8 per cent to 34.4 per cent. Bonds (rail-road, public 
utility and industrial) rose from $10 billion to $43 billion or 
from 22.5 per cent to 40.2 '^r cent. The rise in holdings of 



DISTRIBUTION OF LIFE INSURANCE ASSETS/ IN VESTMENTS 


Growth of Capitd Market — Statistical Analysis IS 


e 

t+ji 


D 


I«»ox I 3| 


S;U3m|S3AUI 

laqjO 


sjuD-ji ptmoJO 

7^ 




A.»?LlipJO 


SW\Jl|S 

pUB 

s3.m|uoq3<j 


spuoa 
:^U3UIUJSA09 
ugpjo^ pUB 
lp|B3MU0UIlW03 


S3i|una3S 

|uaui«i3A09 

qspug 


'Zl ^ 




00 


<6, 


'>o vp' 


O. cl” '?t 

Xf CO S' ON 

»o' 00 


p.' 2 

c^i o 


*n ^ 
o 
n 


NO ^ 
N£5 

On 


^ NO- 


VN 

-rn *T). 
n oi 


JS* 

a 


po 

iir-» 

ON 


ON,- 

r^' 


rj 

f*') 

ri 


ON, p 

o 


-ON. 

Xt” ^'1 

r~> 


VO 


<Ni 'ei -rn. 
■ 'tn 00 


C 

O" 


g 

u 


*34 


*^5 

S 

•o 

a 




o 

Z 


Source: Financial Times. October 26. 1959, 



TABLE 18 (Contd.) 

B. U.S.A. (S billion — i.e. thousand million) 
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stocks ' shares), was ' comparatively small ■ ' from r $1.0' billion 
to $4.1 billion (2.2 to 3.8, per cent). 

(e) PROVIDENT FUNDS 

Comprehensive and up-to-date data in respect of provident 
funds are not available. Provident fund net collections of the 
Central and State Governments now amount to about Rs. 25 - 30 
crores per annum. These are not invested separately, but merg- 
ed with other funds of Government, constituting Unfunded 
Debt. Even as regards the Employees’ Provident Fund Scheme, 
under the Act of 1952, the investments are made wholly in 
Government securities, including small savings, as already men- 
tioned. The Employees’ Provident Fund Scheme is now in ope- 
ration in about 40 industries, covering about 7,000 establishments 
and 2.5 million workers. An idea of the increased flow of in- 
vestible funds in respect of establishments coming under the 
scope of the 1952 Act (but excluding the exempted establish- 
ments which manage the funds separately) is given by the fact 
that in 1957-58 a sum of Rs. 11.05 crores was invested as com- 
pared to Rs. 7.72 crores in 1956-57, Rs. 5.51 crores in 1955-56 
and Rs. 5.75 crores in the two years 1952-53 and 1953-54 to- 
gether. At the end of March 1958, total assets of the Employees’ 
Provident Fund Scheme, including assets received by it as past 
accumulations of some units, amounted to Rs. 44 crores. Recent 
data indicate that the accumulated sum of all Provident Funds, 
inclusive of exempted factories, stood at Rs. 133 crores as at the 
end of February 1959. In respect of the Coal Mine Provident 
Funds, the total amount outstanding as of March 31, 1958 was 
Rs. 12.98 crores (book value), of which Rs. 10.61 crores were 
held in Government of India securities. The above figures re- 
lating to non-Government Provident Funds are incomplete. We 
may estimate the accumulation of private funds from the figures 
of wage and salary payments of joint stock companies (from the 
Reserve Bank’s studies of company finances) and other institu- 
tions* such as banks and insurance companies. It would ap- 
pear that non-Government provident fund accumulations, includ- 
ing employers’ contributions, is now running at the rate of som-o- 
thing like Rs. 50 crores per, annum. , Thus, total provident fund 
'Collections, including those of^Gwemment employees* may be 
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placed at Rs. 75 - 80 crores per annum. With increasing cover- 
age and growth in industrial employment following rapid indus- 
trialisation of the country, the annual collection should show a 
further increase, though the investment policy of the provident 
funds is such that the private sector of industry would not de- 
rive any direct benefit from this growth. 

Some broad details of the investment pattern of provident 
funds, other than those directly managed by the Employees’ 
Provident Fund Scheme, are available from a survey conducted 
by the National Sample Survey. The Survey which related to 
•the position as of end-March 1954 covered 216 recognised 
provident funds of local bodies, semi-Govemment and private 
•institutions and factories exempted from the Employees’ Provi- 
dent Funds Act, 1952, at Bombay, Calcutta, Madras, Kanpur, 
Coimbatore and Jamshedpur. According to the Survey, total 
investments of these funds amounted to Rs. 24.67 crores, of 
which exempted factories held Rs. 7.64 crores (31 per cent), 
local bodies Rs. 8.32 crores (34 per cent), serai-Government and 
private institutions Rs. 8.62 crores (35 per cent). Of the total. 
Rs. 11.83 crores or 49 per cent were held in Government secu- 
rities, Rs. 10.74 crores or 43 per cent in non-Govemment secu- 
rities and Rs. 2.1 crores or 8 per cent in National Savings Certi- 
ficates. 

(f) INVESTMENT TRUSTS 

Investment trusts are yet another important institutional 
•agency for the mobilisation and channelling of savings in the 
Western countries, but in India these have hardly developed. In 
India, some interest in the investment trusts was stimulated in 
the 1930’s, subsequent to. the setting up of the Central Banking 
Enquiry Committee. Another factor was the grant in 1933 by 
the Government of India of exemption to investment trust com- 
panies from payment of super-tax in respect of income derived 
from dividends of any other company which had paid or would 
pay super-tax in respect of profits, out of which such dradends 
were paid. Investment trust companies, it may be mentioned, con- 
tinue to enjoy this exemption. The Second World War provided a 
further stimulus, a number of managing agents evincing interest 
in the establishment of iavestaient trust comianies. There Is 
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■at present a . fairly -large" number - -of companies which are regis- 
tered as investment and trust companies (separate data not be- 
ing available for investment trusts only) but the vast majority 
of them do, not perform the functions of a true investment trust 
Most of them are connected with the management of the funds 
of a few rich individuals and families or of managing agents 
for investment in the companies controlled by them, and are in 
ihe nature of holding companies rather than public trusts. Thus, 
Birds Investments, formed in 1936 at Calcutta, was intended to 
invest funds mainly in concerns in which the managing agency 
houses Bird & Co. and F. W. Heilgers & Co. were interested. 
The company has a paid-up capital of Rs. 44 lakhs and invest- 
ments of Rs. 65 lakhs. Likewise, the Clive Row Investment 
Holding Company was formed in 1946 mainly with a view to 
investing funds in shares and debentures of companies under the 
management of the firm Andrew Yule & Co. This company 
has a paid-up capital of Rs. 1.39 crores and investments of 
Rs. 2.06 crores. Again, Eastern Investments, registered in 1927, 
was formed by the late Lord Cable to hold some of his private 
investments and since his death the shares of the company have 
been held by the trustees of his estate. In May 1946 a substan- 
tial block of shares were placed in the market. The investments 
have been made mostly in the companies under the management 
of the Bird-Heilgers group. 

At the end of March 1957, there were 619 investment and 
irust companies, with a paid-up capital of Rs. 37 crores as com- 
pared to 465 companies with a paid-up capital of Rs. 18 crores 
at the end of March 1948 (Table 19). The paid-up capital of these 
companies constituted 3.5 per cent of the paid-up capital of all 
companies at work in India. About two-fifths of them only are 
public limited companies, accounting for three-fourths of the 
paid-up capital. Data on size distribution, available as of 
March 1953, indicate that the majority of them are very small; 
332 out of 616 companies had paid-up capital below Rs. 1 lakh 
and 131 between Rs. 1 lakh and Rs. 5 lakhs each. CMly 9 com- 
panies had paid-up capital of Rs. 50 lakhs and above. For the 
Indian capital market, investment trusts, therefore, are of little 
significance. ’ , , 
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TABLE 19 


INVESTMENT AND TRUST COMPANIES AT WORK IN INDIA 


As at tiie 
€Bd; of 

Number 

of 

Companies 

Paid-up 
capital 
(Rs. crores) 

As percentage of total 
paid-up ^ capital of all 
companies, at work, 
for that year 

1920-21 

40 

6.75 

4.1 

1935-36 

122 

15.22 

5.0 

1937-38 

141 

9.05 

3.2 

1938-39 

148 

10.16 

3.5 

1945-46 

336 

15.94 

3.8 

1946-47 

441 

14.29 

,3.0 

1947-48 

465 

17.68 

3.1 

1948-49 

499 

18.27 

2.9 

1949-50 

615 

24.35 

3.4 

1950-51 

610 

29.63 

3.8 

1951-52 

617 

29.67 

3.5 

1952-53 

616 

30.02 

■■3.3", 

1953-54 

570 

30.46 

3.2' " 

1954-55 

619 

30.44 

3.1 

1955-56 

626 

36.90 

3.6 

1956-57 

619 

37.19 

3.5 


Two prominent investment trusts which may be said to 
correspond rather closely to the investment trusts abroad are 
the Industrial Investment Trust and the Investment Corporation 
of India. The Industrial Investment Trust was sponsored in 
1933 and is managed by the well-known iBrm of stock and finance 
brokers, Premchand Roychand & Sons. This trust had at the 
end of December 1958 investments totalling Rs. 1.27 crores, 
spread over more than 200 securities. The Investment Corpora- 
tion of India (established in 1937) is associated with India’s 
leading business house of Tatas. At the end of lime 1958, this 
Corporation had investments totalling Rs. 3.52 crores, distributed 
over as many as 400 securities. This trust company has been 
strengthened further, consequent upon the amalgamation with it 
of the Oriental Government Security Life Assurance Co. Ltd., 
following the nationalisation of life insurance business in India 
in 1956. In terms of the scheme of amalgamation, 75,000 ordi- 
nary shares of the Corporation (of Rs. 100 each, fully paid) were 
allotted to the shareholders of the Oriental Company. At the 
same time, the Corporation paid, in terms of the scheme, a sum 
of Rs. 46.8 lakhs to shareholders of Oriental Company who 
opted for payment in cash, at. the rate of Rs. 4,300 per Oriental 
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share. An analysis of the investments of these two companies 
shows that the bulk of the investments is in ordinary shares. This 
is probably true of most of the investment and trust companies. 

TABLE 20 

INVESTMENTS OF TWO LEADING INVESTMENT TRUCTS 
(Percentage distribution of total investments) 



Industrial 

Investment Trust 
as of December 31, 
1958 

Investment 
Corporation of 

India as of June 
30, 1958 

Government Securities 

2.32 

0.37 

Debentures 

2.14 

0.06 

Preference Shares 

15.62 

11.44 

Ordinary Shares 

79.92 

88.13 


100.00 

100.00 


Several committees which have considered the question of 
promotion of savings and investment in the country, in parti- 
cular the Committee on Finance for the Private Sector (Shroff 
Committee) have recommended the establishment of investment 
trusts, especially unit trusts. Unit trusts should prove helpful 
and there is a case for Government initiative and assistance, in 
particular through exemption of income-tax also. This matter is 
considered in somewhat greater detail in the concluding chapter. 

(g) GOVERNMENT BORROWING 

It was mentioned earlier that the Government is a very im- 
portant source of demand for capital funds. In the pre-war years, 
the magnitude of Government borrowing was rather small. In 
the war years, of course, they assumed large dimensions. After 
an interval of 7-8 years. Government borrowing has again been 
taking place on a large scale, with the quickened tempo of the 
Five Year Plans since 1954-55. Table 21 gives the net sums 
raised by the Central Government and State Governments annu- 
ally since 1930-31. It will be seen that in the last 6 years the 




TABLE 21 

MARKET BORROWINGS OF THE GOVERNMENT OF INDIA 
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volume of Government borrowing has shown a marked rise. 
During the First Plan period as a whole, the total amount raised, 
at Rs. 177 crores, was higher than the target fixed at the com- 
mencement of the Plan (Rs. 115 crores), though this was raised in 
the last two years only. The actual absorption of Government debt 
by the market seems to have been even larger, since during this 
period the Reserve Bank made net sales of securities out of its 
portfolio. In the Second Plan period also, during the first four 
years, the total sum raised at Rs. 611 crores is slightly higher than 
the average estimated at the beginning of the Plan period, of Rs. 
140 crores per annum. A substantial part of this, say of the order 
of Rs, 250 crores, is however due to a special factor, namely, 
the investment of P.L. 480 counterpart deposits. Even allowing 
for this, the Government borrowing is fairly large now, of the 
order of Rs. 90 - 100 crores per annum. 

An interesting post-war development is the substantial scale 
of borrowing by the State Governments. In a planned economy 
like India’s, wherein the resources of the Union Government and 
the State Governments are fully integrated, what matters is the 
aggregate mobilisation of funds regardless of the fact whether the 
money is raised on the Central Government’s account or the State 
Government’s account. But the fact remains that in the scheme 
of mobilisation the States can play a very important role insofar 
as they can tap local resources much more effectively than the 
Central Government. In this connection, it may be interest- 
ing to point out that the technique of State borrowing was given 
a reorientation by India’s elder statesman, Shri C. Rajagopala- 
chari, when he was the Chief Minister of Madras some years 
ago. He utilised the entire administrative set-up of the State for 
making the loan programme a marked success. There was un- 
doubtedly a certain amount of compulsion, which was vehe- 
mently criticised by the stock-broking community and the 
financial press. It is also a fact that after the loan cam- 
paign was over, there developed a selling pressure by unwilling 
holders who had, to a not inconsiderable extent, borrowed from 
banks for the purpose. All the same, the Rajaji technique is 
inherently sound for an economy that has to develop rapidly. 
We seem to dislike compulsion in respect of Government borrow- 
ing but we forget that in other fields, especially life insurance. 
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there is a great deal of compulsion or pressure by the insurance 
agents and often times people buy insurance policies to oblige a 
friend or a relative. But in the long run, the policy-holders do rea- 
lise the immense benefit of life insurance. As a matter of fact, 
even subscriptions to the capital issues of joint stock companies 
are not free from pressures and special influences of all sorts. It 
would, therefore, appear that there is nothing objectionable in 
the Rajaji technique. On the other hand, it has positive merits 
and when we are contemplating methods of compulsion in other 
ways for raising funds for the successful prosecution of progres- 
sively larger Plans, the Rajaji technique should be regarded as 
a step in the right direction. 

Conditions in India are very favourable for Government 
borrowing. The important thing is that institutional investors, 
in particular the Life Insurance Corporation and provident funds, 
are compelled to invest in Government securities. These two agen- 
cies are bound to grow in importance as mobilisers of savings of 
the community and therefore an increasing support to the Gov- 
ernment securities market is assured. Besides, the growth of the 
banking sector would also mean marked support to the Gov- 
emraent securities market. Further, although investment in stocks 
and shares is growing, there are many people who prefer to put 
their savings in Government securities. Also, thousands of private 
trusts have to put in their funds predominantly in Government 
securities. 

The total outstanding marketable Rupee debt (excluding 
Treasury bills) of the Government of India amounted to Rs. 2181 
crores (including Rs. 300 crores held by the Reserve Bank, 
consequent on the funding of Treasury bills of the same amount 
in July 1958) at the end of March 1959, having risen from 
Rs. 1513 crores at the end of March 1948. In the same period, 
the total of marketable debt of the State Governments rose from 
Rs. 50-60 crores to Rs. 357 crores.* Thus, the face value of Gov- 
ernment debt is much larger than the face value of the corporate 
securities. The maturity pattern of the Indian public debt is 
harmonious, with good spread among various maturity ranges, 
the position as at the end of ^ March 1959 being as under (exclude 
ing the special issue of Rs. 3(X)- crores for funding). 

♦ Including zamindari abolition bonds. 
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TABLE 22 

MATURITY PATTERN OF INDIAN PUBLIC DEBT 

(Percentages) 



Upto 5 
years 

o 

^ «« 

to ^ 

10—15 

years 

Over 15 
years 

Undated 

Tot!ll 

Gentral Government 
Securities 

38.3 

31.7 

11.4 

4.9 

13.7 

100,0 

State Government 
Securities 

23.6 

37.0 

20.4 

19.0 

— 

100,0 


We do not have comprehensive data on the ownership of 
public debt, though the available data do not compare unfa , 
vourably with many developed countries with the exception of 
the U.S.A. In the July 1956 issue of the Reserve Bank of India 
Bulletin, some provisional estimates were given regarding the 
ownership of Central Government rupee loans. 

Recent data on ownership of the Central and State Gov- 
ernment loans together, in respect of some important categories 
are given below; the data relate to different dates, though the 
holdings of two important categories, namely, commercial banks 
and Life Insurance Corporation, relate to the same date, na- 
mely, December-end, 1958. The Reserve Bank’s holdings are 
as of the end of March 1959. 

TABLE 23 

OWNERSHIP OF GOVERNMENT DEBT IN INDIA — 
MARKETABLE LOANS 


Category Date Amount 

(Rs. Orores) 


Reserve Bank of India March 1959 221* 

Commercial banks December 1958 675 (103)** 

Co-operative banks June 1957 56 

Life Insurance Corporation December 1958 256 (55) 

Provident funds „ 125 

Joint stock companies (1001 cos.) End of 1957 21 
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TABLE 23 (Contd.) 


Category 

Date 

Amount 
(Rs. Crores) 

Local authorities 

Noin-residents 

Government (Central and State) 

March 1958 
March 1955 

45 (9) 

63 

200 


Total of above 

1662 

Total market loans outstanding at 
end of March 1959: 

(a) Central Government 

(b) States 


1881* 

357 

Total 


2238 


* Excluding the special issue of Rs. 300 crores. 

♦» Figures in brackets relate to State Government loans. 


It will be s«n that commercial banks constitute the largest 
holders, with 30 per cent; the Life Insurance Corporation comes 
next with 1 1 per cent. The Reserve Bank is the third largest holder, 
accounting for 10 per cent of the total marketable loans. Recent 
data are not available about the holdings of Central and State 
Governments. In the 1956 estimate given in the Reserve Bank 
Bulletin the total holdings of Central Government securities by 
the Central and State Governments together were of the order 
of Rs. 200 crores. It is possible that since then there may have 
been some disinvestment. On the other hand, that estimate did 
not include holdings of State Government loans. It may, therefore, 
ncrt be wrong to put the estimate of Government holdings of Cen- 
tral and State Government securities at the same figure as at the 
end of March 1956. From the budget papers, it would appear 
that the Central Government’s holdings were small at about Rs. 
7.50 crores. Data published in the State Government Gazettes 
regarding the State Governments’ holdings of securities kept with 
the Reserve Bank also suppcart the above estimate of Rs. 200 cro- 
res. Thus, roughly two-thirds of the outstanding loans would be 
accounted for by Government and institutional investors. In fw-i 
dign countries also institutional investors predominate. 
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(h) BORROWING OF LOCAL AUTHORITIES 

The magnitude of borrowing by the local authorities (that is. 
Port Trusts, City Corporations and Municipalities) is very small 
in relation to that of the Central and State Governments. Further, 
the borrowing operations of the local authorities are regulated 
by Government and the payment of interest and the repayment 
of loans are guaranteed by Government, though only the securi- 
ties issued by the Port Trusts and the Municipal Corporations at 
Bombay, Calcutta and Madras have the status of trustee securi- 
ties. Usually, the rate of interest offered on municipal loans is 
only slightly (J-J per cent) higher than that on Central and 
State Government loans. In the last 2 years, the Reserve Bank of 
India has collected and published valuable data on the borrowings 
and investments of local authorities (vide Reserve Bank of India 
. Bulletin, April 1958 and February 1959). The coverage for the 
period 1951-57 and for 1957-58 is somewhat different, but this ap- 
plies mainly to the smaller municipalities and so we may take it 
that the data presented in Table 24 are quite comparable. It will 
be seen that, as in the case of the Central Government, the net 
amount borrowed has shown fluctuations. Also, the bulk of the 
borrowing is accounted for by the City Municipal Corporations, 
Bombay being the most important. Port Trusts, on the other 
hand, have made net repayment, on account of their comfortable 
financial position. 

In the whole of the First Plan period, the local authorities 
(included in the Reserve Bank survey) raised a net sum of Rs. 9.32 
prores from market borrowings (including some external borrow- 
ing), the largest amount of Rs. 3.52 crores being in the year 
1951-52. In the years 1956-57 and 1957-58 their borrowings 
amounted to Rs. 1.16 crores and Rs. 3.67 crores, respectively. 
The City Municipal Corporations raised as much as Rs. 11.5 
crores in the period 1951-56 and Rs. 5.13 crores in the two years 
1956-58. 

The outstanding debt of the local authorities (included in the 
Reserve Bank survey), in the form of marketable loans, amount- 
ed to Rs. 89 crores at the end of March 1958 as compared to 
Rs. 68 crores at the end of March 1951; of this, the City Corpo- 
rations accounted for Rs. 56 crores and the Port Trusts Rs. 31 
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crores, as at the end of March 1958. The average matiirity of the 
debt of the local authorities is much longer than that of Central 
and State Governments. Thus, at the end of March 1958, 37 per 
cent of the debt was in the group over 15 years and 17 per cent 
in the group 10-15 years, the corresponding figures for the 
Central Government being 21 and 10, respectively. 

TABLE 24 

BORROWINGS AND DEBT OF LOCAL AUTHORITIES 

(Rs. Crores) 
Outstanding marketable 


Year* 

Net Borrowing 

debt at the end of the 



year 

1951-52 

3.52 

71.22 

1952-53 

0.08 

71.32 

1953-54 

3.05 

74.38 • 

1954-55 

-0.65 

73.74 

1955-56 

3.33 

77.08 

1956-57 

1.16 

78.24 

1957-58 

3.67 

89.05 


^ For the period 1951-57. the coverage is 4 Port Trusts, U City Corpora- 
tions and 39 Municipalities; for 1957-58, 4 Port Trusts. 13 City Corpo- 
rations and 43 Municipalities. 

(i) SMALL SAVINGS 

Although small savings schemes sponsored by the Govern- 
ment of India do not contribute directly to the resources of the 
capital market, it would be useful to make a brief reference to 
the subject in view of their great potentiality as a source of funds 
to the Government for economic development. In an under-deve- 
loped country where the per capita incomes are very low, any 
development on a massive scale can only come as a result of the 
saving, voluntary or involuntary, of the common man. The small 
savings effort got an impetus during World War II and there has 
been further marked progress in the post-war years as part of 
planned development. The small savings schemes offered by the 
Government are quite varied to suit the requirements of the dif- 
ferent types of investors. These' are (i) the post office savings bank 
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deposits, (ii) 12-year National Plan Savings Certificate, which is a 
cumulative type of security, payment of interest being made only 
at the time of re-payment of principal, the rate of interest rising 
with the maturity of the Certificate, (iii) the Treasury Savings De- 
posit Certificate on which interest is paid every year, the redemp- 
tion price being below par for premature encashment, (iv) the An- 
nuity Certificate which is at present of the ‘immediate’ type, run- 
ning for a period of 15 years and (v) the Cumulative Time 
Deposit Scheme, introduced in January 1959, by which monthly 
payment of a fixed sum for a period of 5 years or 10 years will be 
paid off with interest at the end of the fixed period. Of the above, 
the post office savings bank deposit system is the oldest, dating 
from as far back as 1833. The savings certificates in one form or 
the other have been in existence from 1916. The Treasury Savings 
Deposit Certificate was introduced in February 1951 and the an- 
nuity scheme in July 1954. ■ 

The annual collections of small savings in the pre-war years 
were rather small, averaging less than Rs. 7.5 crores per annum 
during the decade 1929-39. During the post-war years, the net 
realisation of small savings has been much larger in money 
terms, though to a not insignificant extent the rise in net receipts 
is due to general inflation and rise in money incomes. In the First 
Plan period as a whole, total collections amounted to about Rs. 
240 crores or an annual average of Rs. 48 crores; net collections 
rose from Rs. 33 crores in 1950-51, the pre-Plan year, to Rs. 68 
crores in 1955-56, the last year of the First Plan (Table 25). 
The largest amount was raised in the form of postal savings bank 
deposits, which fetched a little over Rs. 100 crores. A somewhat 
smaller sum was raised through Savings Certificates, while Trea- 
sury Savings Deposit Certificates accounted for Rs. 36 crores. It is 
interesting to note that in the First Plan period the net receipts 
under small savings considerably exceeded those from market 
loans. 

During the Second Plan, the target of net receipts through 
small savings schemes was fixed at Rs. 500 crores or an annual 
average of Rs, 100 crores. The performance, however, has been 
sbmewhat disappointing. As compared to Rs. 68 crores in the 
year 1955-56, collections in 1956-57, the first year of the Second 
Plan, declined to Rs. 59 crwes; they rose to about Rs. 70 
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TABLE- 25 - 

NET RECEiPTS UNDER PRINCIPAL ITEM'S OF- SMALL SAVINGS' 


(Rs. Grores> 


Year ' 

Post Office 

Savings Bank 
Deposits 

Certificates 

@ 

Treasury Savings 
Deposit 

Certificates 

15-Year Annuity 
Certificates 

Total Net 

Receipts 

1928-29 

L82 

1.60 

— 


3.42 

1933-34 

8.78 

8.07 

— 


16.85 

1938-39 

4.38 

0.64 

. — ■ 


3.74 

1939-40 to 1945-46 
(Annual Average) 

4.73 

17.22 

— 

— 

21.95 

1948-49 

19.78 

10.15 

-- 


29.93 

1949-50 

15.19 

11.00 

— 

— 

26.19 

1950-51 

16.26 

11.86 

5.31 

, 

33.43 

1951-52 

12.83 

12.63 

13.08 

— 

38.54 

1952-53 

17.83 

14.97 

7.25 

— 

40.05 

1953-54 

14.26 

17.16 

6.47 


37.90 

1954.55 

24.60 

25.00 

5.04 

0.54 

55.18 

1955-56 

36.97 

26.95 

4.10 

0.41 

68.43 

1956-57 

28.65 

26.94 

3.03 

0.37 

58.99 

1957-58 

17.41 

45.96 

4.77 

0.55 

68.69 

1958-59 

13.01 

52.22 

5.20 

0.54 

. 70.97*^ 

Outstanding as at the 
end of March 1959: 

; #♦- - 





(i) 

226.92 

257.43 

54.25 

2.41 

541.01 

(ii) 

357.72 

362.73 

55.67 

— 

776.12 


@ Indtide National Savings Certificates (12-year, 7-year and 5-yearX 
12-Year National Flan Savings Certificates, lO-Year National Plan Certi- 
ficates, Post Ofiice Cash Certificates^ Defence Savings Bank Deposits and 
Defence Savings Certificates. 

♦ The figure has since htm revised to Rs* 7^.70. 

** (i) Exclude Indian Union’s share of the pre-partition liabilities. 

(ii) Include Indian Union’s ^re of pre-Partition liabilities. 




92 


The CapiM Mwket of India 


crores in 1957-58 and further to about Rs. 80 crores in 1958-59. 
It is, however, likely that over the years small savings collections 
will show a substantial rise. Since the middle of 1957, the State 
Governments have intensified their efforts to mobilise such sav- 
ings. The net collection of small savings are shared between the 
Central and the State Governments since 1952 on an agreed 
formula, which has undergone several changes since then. Ac- 
cording to the formula obtaining in 1957-58, States were entitled 
to get loans equal to two-thirds of the net collection made in their 
respective areas provided no market loan was issued by them. 
If any State floated a market loan during the year, one-third of 
its borrowing from this source was to be set off against the State’s 
share of small savings. In June 1958, this formula was revised 
allowing States to retain their entire market borrowings and in 
addition receive two-thirds of the net collections from small sav- 
ings in their own areas. 

Very little information is available about the pattern of 
ownership of small savings. It is probable that in the case of the 
Treasury Savings Deposit Certificates, the average holding is 
rather large, -of the order of a few thousands of rupees; that is 
to say, the Treasury Savings Deposit Certificates may not, strictly 
speaking, be regarded as a small savings medium. The postal sav- 
ings bank accounts, however, constitute really the small man’s 
savings medium. There has been a gratifying increase in the 
number of postal savings bank accounts as well as the average 
deposit per account. The number of accounts increased from 3.15 
million at the end of March 1948 to 6.38 million at the end of 
March 1957, a rise of 103 per cent. The outstanding deposit rose 
by 151 per cent to Rs. 322 crores, with the result that the average 
amount per deposit increased by about 25 per cent from Rs. 406 
to Rs. 504. The postal savings banks are being used not only for 
saving but also as ordinary deposit banks. There is nothing wrong 
in this, insofar as it contributes to the growth of banking and 
savings habit. Thus, total deposits (including accrued interest), 
which amounted to Rs. 52 crores in 1938-39, rose to Rs. 194 
crores for the Indian Union alone in 1956-57. In the same period, 
total withdrawals rose from Rs. 47 crores to Rs. 165 crores. During 
the last three years or so, the relative importance of postal savings 
deposits in the small savings scheme has been fast declining. 
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Note: — Figures in brackets are percentages to total amount. 
Source: Reserve Bank of India Bulletins. 
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(j) SAVINGS AND TIME DEPOSITS OF BANKS 

The savings bank deposits of the commercial banks have also 
shown a gratifying increase in recent years. Between December 
1949 and December 1958, the number of savings bank accounts 
of the scheduled banks rose by about 65 per cent from 1.83 mil- 
lion to 3.03 million; the savings bank deposits also rose substan- 
tially to the same extent, from Rs. 134 crores to Rs. 222 crores 
(Table 26. which also gives figures of demand and time deposits). 
The average deposit per account in 1958 at Rs. 733 was the samp; 
as in 1949. This average per account is substantially higher than 
the average for postal savings bank account. This is not surprising 
since scheduled banks are mostly confined to urban areas whereas 
the postal savings accounts have a much wider coverage. The 
number of savings bank accounts of scheduled banks also far out- 
number current accounts, which at the end of 1958 were of the 
order of 1.1 million. Time deposits have also been recording a 
rapid rise, both in respect of the number of accounts and the total 
amotint, though the rise in 1957 and 1958 contains an extra-ordi- 
nary item, namely, deposits of U.S. Government of the counterpart 
funds of P.L. 480 imports. These may be put aroimd Rs, 225 
crores.* In the last few years, a number of banks have been 
issuing cash certificates, generally of three to five years’ maturity, 
carrying an interest rate of 4 - 4J per cent in the case of the 
bigger banks. 

This concludes the review of the statistics relating to the ca- 
pital market generally. The statistics will confirm the view ex- 
pressed earlier that the Indian capital market has been broadening 
rather significantly and the volume of savings is showing a gene- 
rally steady improvement though there is perhaps no perceptible 
rise in the ratio of saving to national income, which is so vital 
for the prosecution of ambitious Plans, which the country has 
embarked upon. 


* On the assumption that the deposits under ‘others’, appearing in 
the article “Survey of Owner^p of Dqjosits — December 1958” {Re- 
serve Bank of ImMa Bulletin, My 1959) are almost wholly PJL 480 de- 
posits. . . ‘ ■ 



Chapter 4 


THE NEW ISSUE MARKET : 
MANAGING AGENTS 

(a) GENERAL: ISSUE AND UNDERWRITING OF CAPITAL 

We are now in a position to study the constituents of the 
Indian capital market. There are two important aspects of a 
capital market, namely, the raising of new capital in the form 
of shares and debentures and trading in the securities already 
issued by companies. WhOe the first aspect is obviously much 
more important from the point of view of economic growth, the 
second aspect is also of considerable importance. In fact, if 
facilities for transfer of existing securities are abundant, the raising 
of new capital is considerably assisted, for, the buyer of a new 
issue of security is confident that whenever he wants to 
get cash he can find a buyer without much difficulty. The con- 
stituents of capital market must therefore facilitate the fulfilment 
of the above twin functions. As already mentioned, like in 
any other market, intermediaries are required for brining 
together the companies that issue capital (that is, the borrowers) 
and investors and again sellers and buyers of already issued capi- 
tal. The efficiency of a capital market is judged by the extent 
of specialisation which, as is well known, depends to a large extent 
on the size of the market- It was mentioned at the beginning 
that the Indian capital market is by no means under-developed, 
though obviously the pattern of financial intermediaries is not 
so varied as in the very developed countries. In the Western 
countries, there is considerable specialisation to attend to the 
different stages in the formation of an enterprise and raising of 
capital, namely, promotion, issuing, underwriting and distribution 
of securities. Of course, it is not uncommon for the same agency 
to perform more than one of these functions. In India, specialised 
agencies do not exist in respect of promotion of companies, issue 
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and underwriting of shares. This is attributable, in the first in- 
stance, to the rather small volume of investment activity that 
characterised the Indian economy until recently. Conservative 
traditions of the commercial banking system, absence of private 
banking houses and poor development of institutions like invest- 
ment trusts are other reasons. However, more than aU these, the 
primary reason for the non-development of specialised agencies 
would appear to be the existence in India of a unique institu- 
tion, namely, the managing agency system, which is a multi- 
purpose arrangement for promoting an enterprise, for raising 
capital and also for managing it. 

It has already been mentioned that the demand for capital 
comes from various sources, viz., individuals, partnerships, joint 
stock companies. Government and semi-Govemment authorities 
and institutions. However, in the private sector, the joint stock 
companies constitute the most important category. A joint stock 
company can raise the funds it requires in various ways, namely, 
(i) issue of shares — ordinary and preference, (ii) sale of debentures, 
(iii) borrowings from banks and (iv) borrowings from other sour- 
ces, including individuals. Borrowings from banks are usually for 
the purpose of meeting requirements of working capital. Issue 
of shares and debentures are primarily for meeting the require- 
ments of fixed capital and also of a portion of working capital 
which is in the nature of long-term capital. The shareholders of 
a company are its proprietors whereas the holders of debentures 
are its creditors. Of course, a portion — even a major portion — 
of the debentures may be held by the shareholders themselves; in 
fact, sometimes a part or the whole of the debentures is offered 
to the shareholders, in the first instance. It has already been men- 
tioned that in India equity capital constitutes a very large part of 
the total capital, preference shares and debentures being much 
less important. Equity capital, till recently, used to consist of 
ordinary and deferred shares, but the Companies Act of 
1956 has banned deferred shares. The preference capital issued 
by Indian companies is mostly of the cumulative type, with the 
dividend bdng generally tax-free. In recent years, many of the 
issues are definitely redeemable, after and before a specified num- 
ber of years. In a few cases, such as for instance, the Hindustan 
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Motcrs, the prefereace shareholders have a right of converting 
their holdings into ordinary shares, after a specified period and at 
■pre-determined prices. Some preference shares are also: entitled 
to participate in the profits, after a certain percentage has been 
distributed to the ordinary shareholders. In the case of ■ some':: 
debenture issues too, the holders are entitled to, convert' the : de- 
benture, stock into- ordinary shares- (e.g. Indian Aluminium, Com- 
pany ,issue). 

In India, all the shares have a par value; that is to say, no 
par value shares are non-existent; shares are sometimes issued at 
a premium, occasionally a substantial one. The two most com- 
mon deBomination of ordinary shares in India are Rs. 100 and 
Rs. 10. The Rs. 10 shares are intended to attract the small in- 
vestors. Preference shares have generally the denomination of 
Rs. 100, while in the case of debentures the denomination is 
higher, Rs. 500 — 1000, sometimes even higher, since these securi- 
ties are mostly taken up by institutional investors. 

The practice of joint stock companies* accepting deposits 
from the public is to be found all over the country, though it would 
appear that it is relatively concentrated in Bombay and Ahmeda- 
bad and also in Poona and the tea gardens of Bengal and Assam, 
These deposits are obtained both for working capital and for fix- 
ed capital. The depositors could be individuals, in many cases 
friends and relatives of the managing agents and/or directors. In 
Ahmedabad, it is reported, the depositors also get, sometimes, 
a share in the managing agency commission. No recent or pre- 
cise data are available on the magnitude of such deposits; a figure 
of Rs. 15 - 20 crores was mentioned some years back. The 
rates of interest paid on these deposits are in many cases only 
slightly higher than the borrowing rates of banks, reflecting 
the confidence of the depositors in the borrowing company. The 
general impression is that the practice of accepting deposits from 
the public is not now so important as it used to be in the pre-war 
days, on account of the greater opportunities now available for 
raising capital: also, the textile industry, which is the most im- 
portant industry to receive deposits, is very prosperous as cewn- 
pared to pre-war years generally* This is an area which offers 
for research (Sm Table 32 'on, page 119). 

C.M.-7 
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Turning back to the raising of money in the form of securi- 
ties (i.e. shares and debentures), the ease or difficulty with which 
capital can be raised depends upon a number of factors, such as 
the size of the issue, whether the issue is by a new company or 
by an old company and if by the latter, its profits and dividend 
record, the people who are in charge of the company’s manage- 
ment, the firm or institution that is in charge of underwriting, the 
terms of issue and finally the state of the stock market. Ordinari- 
ly, it is the relatively small and new companies which experience 
difficulties as compared to large and old companies. Issues 
of existing companies which have been doing well are na- 
turally well received. Further, generally speaking, debenture is- 
sues and to a smaller extent preference shares are relatively easier 
to sell, since institutional investors have a preference for these 
securities, especially debentures; it is of course assumed that the 
rate of return on these secimties is reasonably attractive. Also, 
ordinarily, periods of stock market boom are favourable for new 
issues, while a slump in stock prices is not conducive to suc- 
cess. 

A brief reference may also be made to the methods of float- 
ing new issues in India*. There are broadly four ways in which 
securities can be issued, namely, (i) invitation to the public to 
subscribe, by the issue of a prospectus; (ii) offer for sale, where- 
by institutions or a group of individuals, including stockbrokers, 
who have taken up the whole or a large part of the issue of a 
company, offer the securities to the public at a fixed price; in this 
case too, particulars have to be provided to the public in the same 
way as in the case of the prospectus issue, referred to above; (iii) 
private' placing, with institutional or other investors, followed by 
an application to the stock exchange for permission to list the 
security for transactions and (iv) offer to existing shareholders by 
a circular, which method can only be followed by established 
companies, wishing to issue additional capital. Of the above 
four methods, the first and the last are the most usual ones in 
India. Offer for sale is not usual in this country, except in the 
case of offer by a foreign company of a part of its capital to Indian 

* A valuable and pioneering work on the subject of new issues is Shri 
M. A. Muiky’s The New Capital Issue Market in India (1947). 
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iEvestars, In any case, the requirements in respect of disclosure 
of information are the same as in the case of a prospectus issue. 
The third method is resorted to now and then, though it should 
be noted that at least 49 per cent of the issued capital has to be 
offered to the public for subscription in the iSrst instance, under 
rule 19(2)(b) of the Securities Contracts (Regulation) Rules, 1957 
(which came into force in February 1957), if a company is to be 
eligible for an official quotation on stock exchanges recognised 
by Government under the Securities Contracts (Regulation) Act, 
1956. (It may be mentioned that the Bombay Stock Exchange 
has had a similar rule for many years). When there is participa- 
tion by Government or foreign collaborators, their contribution 
is deducted from the total issued capital and public subscription 
has to be invited for at least 49 per cent of the balance. As a 
result of this requirement, the general practice has gro wn up for 
new companies to invite the public to subscribe for at least 49 
per cent of their capital by the issue of a prospectus and the 
balance is placed privately amongst friends and associates or 
with institutional investors or wither through stockbrokers 
amongst their clients. This procedure works satisfactorily on the 
whole. Private placing enables companies to make certain of 
obtaining a not insignificant portion of the finances needed by 
them and on the other hand public offering safeguards the inter- 
ests of investors who have an opportunity of participating in all 
important issues. 

In the case of companies registered before 1957, whose share- 
holding is concentrated in a few hands, an official quotation is 
granted provided arrangements are made for the principal holders 
to release to the general public such number of shares as would 
raise the general public interest in the share capital of the com- 
pany to about 40 per cent of the issued capital The release has 
to be made by means of a public offer for sale duly advertised 
in the newspapers, • Such offers for sale have often been made in 
recent times, notably, as mentioned earlier, by foreign entrepre- 
neurs desiring closer participation of Indian interests. Sometimes, 
it happens that there is no public offer and the entire issue is sub- 
scribed for by the promoters or 'placed privately with their friends 
and associates. However, such companies are disqualified from 
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enjoying the privilege of an official quotation on any of the re- 
cognised stock exchanges. Naturally, this acts as a deterrent to 
such issues. It is in public interest and in the interests of the 
companies themselves to make a public issue, unless there are 
special circumstances to the contrary. In the case of debenture 
issues, which are privately placed with institutions like the LIC 
or a commercial bank, it may appear that listing on the stock 
exchanges is not necessary since the securities will be held till 
maturity. However, for purposes of valuation of securities, a 
stock exchange quotation wiU be necessary. 

Where established companies desire to increase their capi- 
tal, the general practice is to offer the new issue to the existing 
shareholders by means of a letter of offer specifying the time 
within which the ‘right’ shares may be applied for by the share- 
holders or by the nominees in whose favour the shareholders 
renounce their rights. At times, it is provided that the 
portion of the issue not taken up by the shareholders or their 
nominees would be offered for public subscription and in such 
cases a prospectus is simultaneously issued inviting the general 
public to apply for the shares. 

The promoters of a company would naturally like to make 
it certain that the issue of capital is a success. Ordinarily there 
is not much difficulty in the case of debenture issues, since they 
are taken up by institutional investors. Generally, even before 
an issue is made public, the promoters will have done some 
canvassing among friends, relatives etc. for the purchase of 
shares and as already mentioned it is customary to mention at 
the time of issue that a specified number of shares will be al- 
lotted to the friends etc., the balance being available for public 
subscription. In respect of the shares offered to the public, a 
device is available to the promoters to ensure success of the 
issue, namely, underwriting. The underwriter (or underwriters), 
in return for a consideration, undertakes to purchase the shares 
etc. not taken by the public. Ordinarily the expectation is that 
the very fact that an issue is underwritten, particularly in cases 
where the underwriter is a reputed firm or institution, should 
help seU the securities to the public, so tiiat the imderwriters do 
not have to take up any or much of tiie issue. However, not 
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•always is this so; underwriters may have to take up a rather 
large portion of the issue, especially if some adverse develop- 
ment occurs between the conclusion of the underwriting agree- 
ment and the actual issue of capital- That is why, in Western 
countries, underwriting is done through an ad hoc syndicate; the 
underwriter also makes arrangements for sub-underwriting, so 
that his risk is reduced very much, if not eliminated altogether. 

As mentioned earlier, in India, unlike in the U.K. and the 
U.S.A., there have been no specialised agencies for underwrit- 
ing. This is not to say that underwriting has been non-existent. 
Firms of stockbrokers, a few of the bigger scheduled banks, 
insurance companies, the two or three investment trusts proper 
and some individual financiers have all participated in under- 
writing. But the point to note is that this has been done on an 
ad hoc basis, as an incidental item of business. Statistics of 
underwriting operations are not readily available except for re- 
cent years. It would, however, seem that in the war and early 
post-war years, underwriting was subject to abuses. In some 
cases, underwriting was not done in the real sense of the term 
of accepting the liability for taking up the unsubscribed part of 
shares but it was merely a device to pay commission to some 
parties on the issue of capital. But things have changed much 
in this regard. Suitable provisions have also been made in the 
Companies Act to prevent malpractices in underwriting. 

In this connection a brief reference may be made to the re- 
commendation of the (Shroff) Committee on Finance for the 
Private Sector, which reported in April 1954. The Committee 
recommended the establishment of a consortium for underwrit- 
ing purposes, comprising the leading commercial banks and in- 
surance companies, under the leadership of the then Imperial 
Bank of India. To examine this suggestion further, the Reserv'e 
Bank appointed a committee under the Chairmanship of the 
Managing Director of the Imperial Bank. Surprisingly, the re- 
port of this Committee has not been published. However, my 
esteemed friend Shri H- T. Parekh, in his book The Fiaure of 
Jednt Stock Enterprise in India, has referred to press reports 
which indicated that the Committee took the view that com- 
mercial banks at b«!t should go no further than undowrite de- 
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bent lire issues. In the meanwhile, both the Imperial Bank and 
the life insurance companies have been transferred into public 
ownership. Further, a new institution, viz. the Industrial Credit 
and Investment Corporation of India (ICICI) was set up in 1955, 
one of the important objects of this institution being the under- 
writing of securities. It would appear that the idea of setting up 
a formal consortium has been given up. But, underwriting it- 
self has been growing, largely due to the impetus given by the 
ICICI. The Life Insurance Corporation (LIC) has begun to 
engage in underwriting operations. A number of leading sche- 
duled banks have been participating in such activity on a fairly 
large scale. Finally, the Industrial Finance Corporation of India 
(IFC) has, after many years of unjustified inactivity, entered the 
underwriting field. The ICICI seems to have taken the initiative 
Sharebrokers, the LIC and even individuals have done underwrit- 
ing. Thus, it would appear there will be a considerable amount 
of collaboration and co-ordination among the various institutions 
in the field of underwriting, which is more important than the 
establishment of a formal consortium. 

The details of underwriting in respect of the important capi- 
tal issues made in the four years 1956-59 and in January 1960 are 
given in Table 27. The amount underwritten during this period 
recorded a marked rise, from Rs. 1.7 crores in 1956 to Rs. 9.4 
crores in 1959; underwriting as a proportion of total issues, also 
recorded a sharp rise, from something like under 5 per cent to, 
say, 20-25 per cent. In January i960, four big issues were 
underwritten, the biggest being the Hindustan Aluminium issue 
of Rs. 8.35 crores, of which the entire public issue of Rs. 4.66 
crores was underwritten by several institutions. This appears 
to be the biggest public issue of i-Z/ure capital so far made by a 
new company. It will be seen that the ICICI and some leading 
scheduled banks figure prominently in the underwriting operations, 
to seek the collaboration of the IFC and the LIC for underwrit- 
ing. In Chapter 3, it has been mentioned that in the 2 years and 4 
months ended December 1958, the LIC underwrote 40 issues for 
Rs. 4.61 crores, most of which were debenture and preference 
capital. Many issues have more than one underwriter. Not in all 
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* To be taken up by three Insurance Companies, 
t Include amount to be taken up by Dunlop Rubber Co, England. 
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TOTAL 968 32 72 864 754 

Of this, Rs. 6 lakhs were to be subscribed by Investment Corporation of India and/or Its directors, associates and 
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♦ Hie Government of Mysore had agreed to take tip any unsubscribed part of the ordinary issue of about Rs. 40 lakhs. 

t Rs. 1 crore of ordinary shares whicli have not been underwritten, or so many thereof as are not subscribed were 
guaranteed to be subscribed by the Managing Agents and three Directors. 

I To be subscribed by the Central Bank and LIC. 
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cases is the whole amount of issue underwritten; a part, sometimes 
a good part, of the issue is taken up by the promoters, their as- 
sociates, friends and relatives. There have also been big issues of 
well known and long established companies which have not been 
underwritten at all; for example, the ordinary and preference share 
issues of the Tata Steel Company and the ordinary share issues 
of the Indian Iron and Steel Company- On the other hand, some 
good issues which did not require underwriting at all, have been 
underwritten. Perhaps, to some extent, underwriting is tending to 
become a fashion. 

The arrangements for the distribution of the securities are 
fairly satisfactory, with a large number of stockbrokers. It is 
customary to appoint one or more ‘managing’ brokers to every 
issue, so that they make sufficient canvassing to sell the securities. 
For example, for the Hindustan Aluminium issues there were as 
many as 7 managing brokers. Managing brokers usually receive an 
extra brokerage over and above what ordinary brokers receive, 
which is usually 1 per cent of the nominal value. There are seven 
stock exchanges. Some stockbrokers also engage in underwriting 
and sub-underwriting. 

In India, unlike in Germany and Japan, the role of com- 
mercial banks in industrial finance is relatively a minor one. 
Their chief activities in the capital market relate to transactions 
in Government securities on a large scale and to a much smaller 
extent in debentures. The Indian commercial banks, like British 
banks, have confined their activities mostly to the provision of 
short-term finance. However, in recent years, because of the ac- 
celerated tempo of investment activity in the economy, there ap- 
pears to have been some increase in term lending (in substance 
though not necessarily in form) by banks to industry for purchase 
of capital equipment. It is significant that official attitude (i.e. 
that of Government and the Reserve Bank) is now in favour of 
some term lending by banks. There is a feeling that it would be 
appropriate in the circumstances of rapid planned development, 
for banks to engage themselves, on a modest scale, in the provi- 
sion of medium-term finance for industry. The establishment of 
the Refinance Corpoation for Industry in June 1958, jointly owned 
by the Reserve Bank, the State Bank. 14 other leading commercial 
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banks and the LIG, with a loan of Rs. 26 crores from Govern- 
ment, out of the counterpart funds of P. L. 480 imports from the 
U.S.A., win facilitate term lending by banks as they can get redis- 
counting facilities from the Refinance Corporation (see Chapter 
6). However, by and large, the approach is that long-term financ- 
ing should be done not by banks but by special institutions in 
which, of course, banks might participate as shareholders; this 
attitude appears to be quite justified. Recently, however, banks 
have been engaging in underwriting activity on a growing scale. 

In India, there is a certain amount of direct financial 
assistance from the Government to selected industries or in- 
dustrial units. Most of the State Governments have State Aid 
to Industries Acts though, by and large, their contribution is very 
small. It would appear that the financial assistance to the small- 
scale industries in particular would be stepped up in the years to 
come. 

It would also appear that in the coming years capital provid- 
ed by foreign collaborators and the loans of the Export-Import 
Bank of Washington would expand significantly. The Hindustan 
Aluminium Company, referred to above, is stated to have been 
.sanctioned a dollar loan, equivalent to Rs. 6.5 crores, by the Ex- 
Imp. Bank; a rupee loan of Rs. one crore is expected from the 
.same source, out of P. L. 480 counterpart funds. 

(b) MANAGING AGENCY SYSTEM 

We may now turn to the study of that unique institution in 
India, namely, the managing agencgr system, which, as already 
mentioned, is a multi-purpose arrangement, not only for promot- 
ing industries but also for raising capital (fixed as well as work- 
ing) and for managing them. This system has been subject to 
much criticism and in consequence statutory provisions have been 
made, first in the Companies Act Amendment of 1936 and again 
in the new comprehensive Act of 1956, to which a reference has 
already been made in Chapter 2, for the regulation of the activi- 
ties of managing agents. The futoe of the system is quite un- 
cetain. In fact, in the study T/w Future of Joint Stock Enterprise 
in India, referred to earlier, Shri H. T. Parekh has argued the case 
cogently for the abolition of the systOT. Whatever may be the 
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criticisms, the fact remains that the managing agency system has 
contributed to no small extent to industrial growth. In the post-- 
Independence period in particular the growth of industry has been 
phenomenal. Although a lot of inspiration for this has come from 
the ambitious plans of Government, it is clear that private enter- 
prise, and especially the managing agency system, has done much 
to raise the tempo of growth significantly. The point to remem- 
ber is that the system could not have continued for a long time 
unless it had grown organically and possessed a certain inherent 
strength and usefulness. However, it is not necessary to antici- 
pate a further discussion about the efficacy of the system. It is 
good to begin by a description of the system. Fortimately, in re- 
cent years, a lot of statistical material about the working of the 
managing agency system has become available, the most com- 
prehensive being an official publication entitled Agerh^ 

cies in India — First Round: Basic Facts by Dr. Raj K. Nigam, 
of the Research and Statistics Division of the Department of 
Company Law Administration. Some useful data are also avail- 
able in a recent book The. Mamging Agency System— In Pros- 
pect and Retrospect, by an eminent authority on industrial fin- 
ance, Professor S.K. Basu of the Calcutta University. The latest 
publication on the subject, which became available as this chap- 
ter was being completed, is a study entitled The Mamging Agency 
System, by the National Council of Applied Economic Research 
(NCAER), New Delhi. Dr. Basu’s as well as the NCAER’s stu- 
dy have made extensive use of Dr. Nigam’s statistics. The data 
given in Dr. Nigam’s publication relate mostly to the year 1954-55. 
Since then some changes would, no doubt, have occurred and it is 
extremely difficult to say to what extent the changes would affect 
the conclusions that emerge from the study of data as of 1954-55. 

During 1954-55, there were 3,944 managing agencies which 
managed 5,055 joint stock companies out of a total of 29,625 joint 
stock companies at work in that year. That is to say, only 17 
per cent of the total number of companies were managed by 
managing agents but these companies accounted for nearly half 
of the total paid-up capital of all companies. As may be expect- 
ed, the managing agency system is much more prevalent in the 
public limited companies than in private limited companies; thus^ 
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40.7 per cent of public limited companies accounting for 66.3 per 
cent of total paid-up capital had managing agents; the correspond- 
ing percentages for the private limited companies were 4.9 and 
8.6 (Table 28). Managing agents are organised variously, namely, 
unincorporated firms, private limited companies and public limi- 
ted companies; their distribution and the public and private limi- 
ted companies managed by them are set out in Table 29. 
It will be seen that about two-thirds of the managing 
agencies are unincorporated firms and a substantial part 
of the remaining consisted of private limited companies. Manag- 
ing agency firms which are organised as public limited companies 
numbered 184, the growth of this form being largely a phenome- 
non of World War II and the post-war period. The total paid-up 
capital of the company type of managing agencies amounted to 
Rs. 76 crores. Out of the total capital of Rs. 465 crores of the 
managed companies, as much as Rs. 370 crores are accounted for 
by companies under managing agencies which are organised in 
corporate form. 

It is also interesting that a vast majority of the managing 
agency houses, namely, 3,526. managed just a single company each 
(Table 30). The number of managing agency houses which 
managed from 2 to 9 companies was 401. Only 17 managing 
agencies managed 10 or more companies. The total paid-up 
capital of these 17 agencies amoimted to Rs. 18.5 crores and 
the total paid-up capital of the companies which thqr managed 
to Rs. 114 crores. 

In this book we are primarily interested in the role of manag- 
ing agents as financial intermediaries, that is to say, the extent 
to which the managing agents assist in obtaining long-term capi- 
tal in all ways — equity, preference, debenture and long-term loans 
and deposits. The managing agents, in fact, also play some part 
in procuring short-term finance from banto. We must also make 
a distinction between the direct firancing by managing agents out 
of their own resources and the indirect financing they do through 
their friends and associates and also the finance they attract 
because of the association of their names with the companies. 
Adequate data are not available on the subject. However, such 
data as are available (the bidk of which are given in Prof. 
C.M.-8 
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Unincorporated Mg. Agency firms ... 2,522 ... 588 8.1 2,183 87.1 2,771 95.2 

Private Mg. Agency Companies ... 1,238 32.0 316 11.6 1,464 243.4 1,780 255.0 

Public Mg. Agency Companies ... 184 44.1 60 6.8 444 108.5 504 115.2 


Source' hdattaRins Agencies in India-First Round'. Basic Facts, by Raj K- hJigam, 
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TABLE 30 


FREQUENCY DISTRIBUTION OF MANAGING AGENCIES 
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Source: Managing Agencies in India-First Round: Basic Facts, by 
Raj K. Nigam. 


Basu’s and the NCAER’s studies) may be indicated here. The 
extent of direct financial assistance, especially in the form of share 
capital, by the managing agents would appear to vary from re- 
gion to region, and also depyend on the size of the managed com- 
pany. In western India, i.e. Bombay and Ahmedabad, the 
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managing agents would appear to hold a larger percentage, in 
some cases absolute majority, of shares than in Calcutta where 
the managing agency system is more widely prevalent. Also, 
in recent years the general tendency, especially in the Cal- 
cutta area, seems to be for an increase in shareholding by the 
managing agents for fear of take-over of the managing agency by 
rival groups. A rough measure of the direct financial contribution 
of the managing agents to the finances of the managed companies 
is given by the ratio of the total paid-up capital of the managing 
agency houses to the capital of the managed companies. These 
data are, of course, available in respect of the managing agencies 
which are run on corporate lines. While the total paid-up capi- 
tal of the managed companies amounted to Rs. 370 crores, the 
1,422 managing agency companies had a total paid-up capital 
of Rs. 76 crores, or roughly 20 per cent of the former. In the 
case of the 17 top managing agency houses which between them- 
selves managed 359 companies, the ratio was 16 per cent; the per- 
centage in respect of individual managing agency houses varies 
from a low of 2.4 to 105.4. Prof. Basu has also referred to data 
compiled in the Research and Statistics Division of the Com- 
pany Law Administration in respect of 1,340 managing agencies 
managing 1,720 companies. It is seen that out of a total paid-up 
capital of Rs. 215 crores of the companies, the share capital sub- 
scribed by the managing agents amounted to Rs. 29 crores or 
13.58 per cent (Table 31). Further, Prof. Basu has made an analy- 
sis of 180 companies (14 private limited and 166 public limited) 
managed by 25 managing agencies (6 Indian and 19 European) 
which are incorporated in Calcutta. His finding is that the aver- 
age share holding of the managing agendes in the private com- 
panies is 19.01 per cent while in the case of public companies 
it is 16.99 per cent. The average holding of the European manag- 
ing agency houses is 10.11 per cent while that of the Indian 
managing agencies is as high as 42.36 per cent. (However, the 
NCAER’s analysis of 125 companies run by British managing 
agency houses reveals that the average holding of shares by the 
managing agents was larger, namely, 17 per cent). The average 
holding also varies widely from industry to industry, the smallest 
being 5.03 per cent in respect of coal companies. 
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Source: The Managing Agency System In Prospect and Retrospect, by Prof. S. K. Basu. 
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In the NCAER’s study, the contribution of managing agents 
to equity capital is examined in respect of 66 companies in the 
Bombay area, as of March 1958. It is found that in respect of 
61 companies, with subscribed capital varying upto Rs. 100 
lakhs, the percentage of capital subscribed by the managing agents 
varies from 24 to 35 per cent, in respect of each range of sub- 
scribed capital. In the case of the 5 companies with capital of 
over Rs. 1 crore, the managing agents^ share was very small, 
namely 3.8 per cent. It is also stated that the actual holding of 
the managing agents is larger, since some shares are held benami 
(in the names of others). It is, of course, difficult to generalise 
from the data relating to 66 companies. 

The managing agents are also of considerable assistance in 
the matter of providing loans, both out of their own resources 
as well as by guaranteeing the loans which the managed com- 
panies obtain from banks. Comprehensive data on this aspect of 
the managing agents’ role are not available. According to the 
data relating to 1340 managing agencies for the year 1951-52, 
referred to earlier, the loans and advances made by the managing 
agents amounted to Rs. 10.54 crores and loans guaranteed by the 
managing agents amounted to Rs. 7.76 crores. The other loans 
which the companies obtained from banks amounted to Rs. 58.14 
crores, which means that loans and advances made or guaranteed 
by the managing agents constituted almost 25 per cent of total 
loans and advances obtained by the managed companies. The 
NCAER study also gives some data on the loans (including pur- 
chase of debentures) provided by the managing agents, as of the 
year 1955. For this purpose two samples have been taken, one 
of 84 companies each with a paid-up capital of Rs. 75 lakhs or 
more and another of 143 ‘middle-sized’ companies, having a paid- 
up capital in the range of Rs. 10-25 lakhs (Table 32), It is seen 
that in the case of the large-sized companies the direct loans of 
managing agents as a proportion of all loans is insignificant, 
namely, 1.3 per cent; in the case of the ‘middle-sized’ com- 
panies, however, the percentage is larger, namely, 7. (In the 
case of 143 companies managed by British managing agency 
houses, the corresponding percentage is 6.52). Incidentally, it 
will be noticed that in the case dt the middle-sized units, bank 
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loans as well as fixed deposits are more important than in the case 
of the large-sized units. A substantial portion of loans taken by 
the companies from banks is guaranteed by the managing agents, 
though surprisingly the guarantee is larger (i) in the case of large 
companies than in the case of smaller companies and (ii) in the 
case of secured advances as compared to unsecured advances. 
Thus, in the case of the 84 large-sized companies, the amount of 
bank loans guaranteed by the managing agents constituted 70-8 
per cent of the secured loans and 31.5 per cent of unsecured 
loans; the corresponding percentages in the case of the middle- 
sized companies were 52.1 and 28,4. 

It should, however, be emphasised that to some extent the 
guaranteeing of bank loans by the managing agents is a kind of a 
rontine practice that has developed over the years. In other 
words, while the standing, both financial as well as entrepreneu- 
rial, of the managing agent is of some importance in regard to 
bank credit, what is of more fundamental importance is the finan- 
cial position of the managed company itself. At the time the new 
Companies Act was being passed, there was widespread fear that 
the measure might adversely affect the provision of bank finance 
for industry, as it was thought that managing agents might 
either be unwilling or unable to stand the guarantee and that 
banks would pursue a restrictive policy in the absence of guaran- 
tees. These fears have turned out to be unfounded. The flow 
of bank credit has been going on in the usual way. In fact, it 
is not unlikely that because of the stringent regulatory pro- 
visions concerning the managing agents it is safer to provide 
finance to the managed companies, on account of the diminished 
scope for misdirection of funds. 

In respect of providing capital, while the direct contribution 
of managing agents is undoubtedly significant, it would appear 
that their indirect contribution is even more significant. In the 
first place, the managing agents attract capital from a large cir- 
cle of friends, relatives and associates. The amount of canvass- 
ing they do in this regard is substantial, comparable to the work 
done by professional underwriters. Secondly, the managing 
agents, not infrequently, use the funds of other companies in 
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their control for subscribing to the capita of a company that is 
in need of funds. Such investment may be purely temporary, 
the shares being sold by other companies as soon as circum- 
stances become favourable. There is, of course, the danger that 
such inter-company investments may tend to become unhealthy 
and there are some instances where such investment has definite- 
ly been harmful to other companies. By aiid large, it would 
appear that such inter-company investment has been beneficial 
and has indeed been one of the strong points of the managing 
agency system- Of course, during the war years and the im- 
mediate post-war years, the activities of some managing agents 
were such as to divert resources from the managed com- 
panies for speculative activities intended to benefit the manag- 
ing agents only. That was, however, an abnormal period, the 
phenomenon of irresponsible speculation being quite widespread 
in the economy in the context of a serious inflation. The new 
Companies Act has done much to restrain such activities of 
the managing agents and the amendment bill, which is now be- 
fore Parliament, will further plug the loopholes. 

There is another aspect of the managing agency system 
which affects the finances of companies and that is the remunera- 
tion paid to managing companies. As already mentioned in 
Chapter 2, the 1956 Companies Act contains provisions for re- 
stricting the remuneration to the managing agents which in the 
past was regarded as being excessive, in many cases. Studies 
on company finances prepared by the Reserve Bank contain 
data on remuneration to managing agents, which may be sum- 
marised here. At the outset it may be mentioned that the manag- 
ing agent’s remuneration is usually expressed as a certain per- 
centage of what is defined as ‘net profits’ for the purpose in the 
Companies Act, namely, profits after depreciation but before 
taxation plus the managing agency remuneration. The ceiling 
of 10 per cent mentioned in the Companies Act 1956 refers to 
the above defined item. It is observed that since 1955 there has 
been a decline in the remuneration, which is mainly due to the 
provisions of the 1956 Act. Ehiring the 6-year period 1950-55. 
remuneration to managing agents of about 750 non-financial 
companies included in the Reserve Bank study constituted 13.3 
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per cent of net prolSts as defined above. The corresponding 
figure for the 5-year period 1946-51 for companies covered 
in the study of the Taxation Enquiry Commission had been al- 
most the same, namely, 14.0 per cent In the two years 1956-57, 
however, it fell to 8 per cent (Table 33). The shortcoming of 
the above figures is that not all the companies covered in the 
study had managing agents. We should study only those com- 
panies which had managing agents. These data are available 
for the four years 1950-53 and the three years 1955-57. It is 
observed that in the three years 1950-52, managing agency re- 
muneration accounted for 16,4 per cent of net profits. It was 
15.5 per cent in 1953, 14.2 per cent in 1955, 11.5 per cent in 
1956 and 11.7 per cent in 1957. If the companies which 
made losses are excluded, the percentage would be lower. But 
these data are not readily available. Since in 1957 quite a few 
companies, especially in the cotton textile industry, made losses, 
the actual percentage of managing agency remuneration in res- 
pect of companies making profits would be significantly smaller. 


Chapter 5 


ROLE OF COMMERCIAL BANKS IN THE 
CAPITAL MARKET 

Genera! 

Commercial banks are an important constituent of the capi- 
tal market but their operations in the capital market are mostly 
confined to the purchase and sale of Government and other trustee 
securities. Their holdings of industrial securities, i.e. debentures 
and shares, are very small. Thus, scheduled banks, as at the end 
of the year 1958, held Government securities of the value of Rs, 
664 crores, constituting a little over 40 per cent of their liabilities 
(Table 34). On the other hand, their holdings of shares of joint 
stock companies amounted to a little over Rs. 9 crores and of deben* 
lures to a little over Rs. 6 crores, or a total of just Rs. 15 crores. 
The holdings of shares and debentures have shown comparative- 
ly little change over the years. Over the last 10 years or so, the 
aggregate of the commercial banks’ holdings of shares and deben- 
tures has recorded a rise of hardly Rs. 3 crores as compared to 
a rise of about Rs, 300 crores in Government securities; it 
should, however, be noted that the net increase in the latter was 
largely accounted for by a special factor, namely, investment of 
P. L. 480 counterpart funds deposited with the State Bank of 
India. It must not be gathered that bank holdings of Govern- 
ment securities have recorded a continuous rise; there have, in 
fact, been fluctuations on either side, depending upon the expan- 
sion of credit. 

The role of the Indian banking system in the provision of 
long-term finance is extremely limited. In this respect the Indian 
banking system is very much similar to the British system and in 
contrast with that in the United States, Japan and Germany. It 
has already been stated that investments of banks in shares and 
debentures of companies is extremely small. Even as regards the 
advances of banks, they are almost wholly for short-term, to meet 
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t Includes Treasury Savings Deposit Certificates and Postal obligations. 

Source: Reserve Bank of India: Reports on Trend and Progress of Banking in India. 
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the requirements of borrowers for working capital. It is true that 
many of the advances are rolled over from one short period to 
another, thus remaining outstanding with the borrowers for a fair- 
ly long period, but the banks have always the right to get repay- 
ment at the end of the specified short-term period. It is generally 
believed that in recent years during which the Indian economy 
has been witnessing a marked expansion in the public as well as 
private sectors, banks have, in fact, been providing on an increas- 
ing scale at least medium-term finance for the purchase of capital 
equipment. The finance is often for a few years pending the 
raising of capital by the borrowing company through the issue of 
shares or debentures. Such advances may be given either against 
the mortgage debentures specially created for purposes of security 
or as regular loans against raw materials and/or finished goods 
or a charge on the amounts which are not intended to be recalled 
for sometime. Statistics of term lending by Indian banks are not 
available but on the whole such lending is perhaps still marginal 
in character. 

The above remarks apply to the direct provision of medium 
or long-term finance for industry. The banks are in fact contri- 
buting, in a steadily rising measure,, finance for meeting the require- 
ments of working capital for industry. It is generally agreed that 
a part of the requirements of a company for working capital is 
really in the nature of fixed capital insofar as there is an irreduci- 
ble minimum of investment on inventories. Normally thk part 
of capital is also expected to be raised through the issue of shares 
and debentures. Insofar as this requirement is met by borrowing 
from banks it could be said that the banks are providing some 
long-term finance- Even in regard to working funds, the reliance 
■of industry on bank finance has been on the increase in recent 
years; the proportion of borrowings from banks to total working 
capital of the corporate industrial sector has increased from 
about 6 per cent in 1954 to 20 per cent in 1957; these figures 
under-estimate the role of banks in the provision of industrial 
finance as they do not take into account extension of credit in the 
form of bills. The statistics of advances by the Indian banking 
system reveals a more or less steady rise in the ratio of advances 
made to industry to the overall level of bank advances. Thus, 
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■while in June 1954, which marks roughly the beginning of the 
investment boom in India, advances by scheduled banks to in- 
dustry constituted 34 per cent of all advances, in April 1959 ad- 
vances to industry constituted as much as 46 per cent of total 
advances. During this 5-year period, scheduled banks’ advances 
to industry recorded a rise of 144 per cent as compared to a rise 
of about 81 per cent in overall advances (Table 35). 


TABLE 35 

SCHEDULED BANK ADVANCES BY PURPOSE 

(Rs. crores) 


Date : 

Last Friday 

Total 

Industry 

Commerce 

Personal & 
Professional 

Others 

.June 1951 

584 

209 

294 

40 

42 



(35.7) 

(50.4) 

(6.8) 

(7.1) 

Jiiae 1954 

564 

193 

275 

45 

52, 



(34.2) 

(48.7) 

(8.0) 

(9.1) 

June 1955 ■' 

626 

241 

292 

55 

37 



(38.6) 

(46J) 

(8.8) 

(6.0) 

June 1956 

764 

300 

356 

58 

49 



(39.3) 

(46.6) 

(7.6) 

(6.4) 

June 1957 

925 

390 

414 

61 

59 



(42.2) 

(44.8) 

(6.6) 

(6.4) 

April 1958 

975 

442 

413 

64 

56 



(45.3) 

(42.4) 

(6.5) 

(5.7) 

April 1959 

1020 

471 

414 

71 

63 



(46.2) 

(40.6) 

(7.0) 

(6.2) 


Note: Figures in brackets are percentages of the group to the total. 


While the investments of banks in industrial securities are 
insignificant and their medium and long-term advances are also 
very small, there is one direction in which banks assist, indirect- 
ly, the capital market and that is through their advances against 
shares and debentures. Although such advances may be essenti- 
ally for providing working capital, the fact that bank credit is 
available against the shares and debentures tends to encourage 
investment in industrial securities. At the time of new issues 
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also, bank finance is of some assistance. The data regarding these 
advances of scheduled banks are presented in Table 36. These 
advances have been rising steadily, though as a percentage of 
total advances they have remained more or less stable at 9-10 
per cent. 


TABLE 36 

SCHEDULED BANK ADVANCES AGAINST SHARES AND 
DEBENTURES 


(Rs. crores) 

Date 

Advances to 
sharebrokers 
and dealers 

To others 

Total 

Jiine 1956 

13.24 

46.86 

60.10 

December 1956 

14.02 

57.42 

71.44 

December 1957 

9.75 

63.50 

73.25 

December 1958 

12.45 

. 68.67 

81.12 

December 1959 

14.58 

76.61 

91.18*= 


* As of end of December 1959, advances against shares amounted to 
Rs. 77.90 crores and against debentures to Rs. 13.29 crores. 

y^e reasons for the non-participation of banks in the pro- 
vision of long-term finance are obvious. Since the liabilities of 
the banking system are essentially short-term, they cannot afford 
to lock up their resources in long-term investment and thus re- 
duce the liquidity of their assets. Besides, long-term investment 
against the security of fixed assets raises a number of difficult 
problems of administration, supervision and valuation for which 
the banks do not have adequate machinery. The argument re- 
garding the liquidity of assets is partly conditioned by the lending 
policies and regulations of the central bank which is the lender 
of last resort to the banking system. Under the existing central 
banking legislation in India, commercial banks can only obtain 
funds for periods not exceeding 90 days. It is for this reason that 
the Committee on Finance for the Private Sector (the Shroff Com- 
mittee) suggested the grant of facilities by the Reserve Bank to 
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the commercial banks for lending for longer-term on the analogy 
of the bill market scheme in respect of short-term advances. 

Apart from the above considerations which are generally ap- 
plicable to commercial banks all over the world, there has also 
been a feeling that the Indian commercial banking system has 
not yet reached a stage of stability from which it could venture 
into less orthodox types of activity. During World War 11 and in 
the immediate post-war years, the Indian banking system witnes- 
sed a phenomenal growth but it was not wholly a healthy one. 
There were elements of weakness in the system and the process of 
redeeming the unhealthy trends has been a long one. For this 
purpose the Banking Companies Act was passed in 1949 and only 
now can it be said that the banking system has attained a fair 
measure of stability and consolidation. In the result, till recently 
both official and public opinion has been against the entry of com- 
mercial banks into long-term financing. Rather, the idea has been 
that special institutions ought to be set up for the provision of 
long-term finance and the participation of banks in long-term 
financing should be confined to their contribution to the share 
capital and debenture issues of these special institutions. Accord- 
ingly, the Industrial Finance Corporation of India was set up in 
1948 and from 1953 onwards State Financial Corporations have 
been set up in ail the States. Banks, for instance, now hold 
about 25 per cent of the share capital of the Industrial Finance 
Corporation of India and 40 per cent of the share capital of the 
Refinance Corporation. Banks have also purchased a substantial 
portion of the debentures issued by the IFC and the State 
Financial Corporations. 

While broadly the attitude towards banks’ participation in 
term finance has remained the same, in the last few years there 
has been some rethinking on the subject, mainly on account of 
the larger requirements of capital for the private sector in con- 
nection with progressively bigger plans. Opinion has been gra- 
dually veering round to the view that upto a modest limit it may 
not only be all right but also durable for banks to engage in 
medium-term financing. The Shroff Committee championed this 
view and, as mentioned earlier, suggested the grant, to scheduled 
banks, of rediscount facility at the Reserve Bank for medium- 
C.M.-9 
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term paper, though the Committee also warned against banks’ 
learning too much upon the Reserve Bank. The Shroff Com- 
mittee also suggested that banks should take an active part in the 
underwriting of or investing in new issues of shares and deben- 
tures in association with life insurance companies and that this 
might be done under the leadership of the then Imperial Bank of 
India. As mentioned in chapter 4, many changes have since taken 
place in regard to the various financial institutions and it may be 
taken that, at least for the time being, the idea of establishing a 
formal consortium has been given up, though about a year ago 
it was reported that Shri G. D. Birla suggested, at the meeting of 
the Central Advisory Council for Industry, the formation of a 
consortium for the underwriting of shares and that his proposal 
was favourably received by the Council. 

However, banks appear to be increasingly participating in 
underwriting, either singly or in association with other banks 
and institutions, such as, the ICICI and the LIC (see Table 27). 
Id chapter 4, reference has also been made to the 
establishnlent, in June 1958, of the Refinance Corporation, 
to provide refinance facilities to selected scheduled banks in 
respect of medium-term advances to medium-sized industrial 
units. It is expected that this institution will stimulate 
term lending by banks and that they would in due course use a 
part of their own resources for term lending; in fact, the official 
view appears to be that the Refinance Corporation is only intend- 
ed -to supplement the resources of banks for this type of activity. 

In considering the subject of commercial banks’ participation 
in term finance, we must look at the problem from the point of 
bankers as well as from the point of view of the growth of the 
economy^ For the commercial banks, the main question is one of 
maximising earnings, consistent with a safe or liquid pattern of 
assets structure. Medium-term loans may not, by and large, be 
illiquid; in fact, they impose some discipline on the borrower to 
adhere to a definite schedule of repayment, unlike in the case of 
so-called short-term loans. As regards earnings potential, it is 
not certain if the return they could get on term lending could be 
Significantly , higher, by and large, than what they get on their 
shorRerm ’advances. -Further, -the ''--suggestion for larger participa-. 
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tioii in term financing assumes that the commercial banks have 
such surplus resources as cannot be profitably employed either in 
short-term loans or Government securities. In a developing 
economy, the requirements of working capital to grow 
significantly and it is doubtful if banks are in a posi- 
tion to spare large funds for term lending. It is significant in 
this comiection that the credit-deposit ratio of Indian banks, which 
now averages to about 65 per cent, is much higher than the cor- 
responding ratio in many advanced countries. Therefore, purely 
from the point of view of the resources position of banks, there 
is not much scope for term lending by banks, apart from the pro- 
priety or otherwise of such lending. If banks were to reduce their 
short-term loans the prospective borrowers have to find alternate 
sources. What is important in this connection is the increase in 
the aggregate saving and investible resources of the community 
and not merely diversion from one channel to another. The chief 
merit of the suggestion for larger commercial banks’ participation 
in term lending is the flexibility of operations of the commercial 
banks. This is an important consideration but does not by it- 
self constitute an overwhelming argument in favour of term lend- 
ing. In other words, the cautious approach which the Indian 
hanks have so far been following is generally sound, such parti- 
cipation as they want to do in term financing being largely in- 
direct through the finance corporations. The Refinance Corpora- 
tion for Industry, to which a reference was made earlier, would 
provide, to a limited extent, the incentive to commercial banks to 
engage in term financing. It is well to recognise that if, in the in- 
lerests of rapid industrialisation. Government or the Reserve Bank 
wants the commercial banks to engage in term lending, some assi- 
stance has to be given to them, in the form of either special Gov- 
ernment deposits or rediscount facilities at the Reserve Bank. The 
Refinance' Corporation seems to provide a satisfactory solution to 
the problem. At present the facilities of this Corporation are 
available only to the relatively big banks, but it may be hoped 
that in due course they would be extended to ail scheduled banks. 

Bmtk fbimce and smalbscale industry 

The difficulty in raising long-term finance for fixed assets is 
particularly felt by the relatively smaller industrial units. In fact, 
they have difficulty in obtaiamg'-bank loans for working capital 
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also. About three years ago, the Reserve Bank published* data of 
industrial advances of scheduled banks, as at the end of the year 
1955, according to the size of the borrowing industrial unit, as 
measured by its total assets. The position was as under: 

TABLE 37 


INDUSTRIAL ADVANCES OF SCHEDULED BANKS 


Borrowing 

Units with total assets 

No. of 
accounts 

Amount of Percentage 
advances of amount 
(Rs. crores) to total 

(i) Upto Rs. 1 lakh 

6,867 

6.69 

3.0 

(ii) Over Rs. 1 lakh but under 

Rs. 5 lakhs 2,664 

17.14 

7.8 

(iii) Over Rs. 5 lakhs but 
under Rs. 20 lakhs 

1,644 

30.09 

13.6 

(iv) Over Rs. 20 lakhs 

1,788 

167.04 

75.6 

Total 

12,963 

220.96 

100.0 


* Reserve Bank of India Bulletin, November 1956. 


It will be seen that industrial advances to the small-scale 
units (broadly groups (i) and (ii) above) constituted a relatively 
minor share of overall advances to industry. Recently, the Re- 
search Department of the Reserve Bank carried out a sample sur- 
vey of scheduled bank advances to small and medium-sized busi- 
ness units as on September 30, 1957**- It was estimated that as 
on that date, while advances of all types to the small and medium 
units amounted to Rs. 242 crores (or about a little over 30 per 
cent of the total credit of banks), the advances for industrial 
purposes were very small, namely Rs. 49 crores (including 
utilities) or a little over 20 per cent, as compared to 
the ratio of about 45 per cent in respect of the 
aggr^ate advances of banks to all borrowers, big and 

** Reserve Bank of India Btdledtt, June 1959. 
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small. Looking at the figures from another angle, of the total 
industrial advances of scheduled banks, advances to small and me- 
dium-sized units accounted for only about 14 per cent. This is 
even a smaller percentage than thatindicatedby the December 3 L 
1955 data, though it should be noted that the September 30, 1957 
figures are estimates. Further, breakdown between "small’ and 
"medium’ sectors are not available for the 1957 data. In any event, 
the above figures bring out clearly the small share of the small 
units in aggregate bank credit, which in India is provided mostly 
for working capital. 

It should be noted that the above percentages relate to the 
overall position of medium and small units. In the case of some 
individual industries or in the case of selected places, the propor- 
tion ot hznk .Mvmces to these units may not be insignificant, 
though in such cases the absolute amount of the loan itself 
would probably be small. 

The difficulties of the small industrial units in getting long- 
term capital are naturally greater than in regard to meeting the 
requirements of working capital. This is of course to a large extent 
due to the inherent character of the small-scale units, whose diffi- 
culties are as much (if not predominantly) non-financial as finan- 
cial. These difficulties will diminish to a large extent by the 
development of large-scale units, as a result of which the small- 
scale units will have plenty of scope to develop as ancillary units. 
This process is taking place. Also, it should be recognised that 
in many cases, small units are set up so that control may vest in 
a few hands only; this being so, the people in charge of these can- 
not complain of difficulties in obtaining outside capital. 
This is not to say that institutional arrangements should 
not be improved for the provision of capital to the small- 
scale industrial units. In fact, in the last few years, action has been 
initiated in this behalf. Apart from' direct lending by Government, 
(which is likely to diminish in favour of channelling it through the 
special institutions) State Financial Corporations and to a small 
extent the National Small Industries Corporation have been set 
up for the purpo-se of providing long-term funds (s^ee chapter 6 
for details). In this chapter we are 'i^imarily interested in the role' 
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of comniercial banks particularly in the provision of term finance, 
though the measures taken are such as to cover both types of 
finance; that is, short-term as well as long-term. 

In regard to the role of banks in the financing of small-scale 
industry, two important developments have to be mentioned. Tlie 
first is the ‘Pilot’ Scheme* of the State Bank of India and the other 
is the proposal to institute a system of guarantee for bank loans 
to industrial units. The essence of the pilot scheme, which was 
inaugurated in 1956 as an experimental measure in 9 centres and 
which in 1959 was extended to all the ofiices of the State Bank; is 
the provision of co-ordinated finance to small-scale industrial units. 
Despite the existence of a variety of credit agencies, the flow of 
finance of various types to the small-scale industries sector was 
impeded due, among other reasons, to the lack of co-ordination 
of the activities of these credit agencies. The need for the small 
industrialist to apply to a multiplicity of agencies for his financial 
needs would involve delay and expense. Moreover, the State Finan- 
cial Corporations and the National Small Industries Corporation 
did not have a widespread network of branches which rendered it 
difficult for industries in the remote towns and villages to contact 
them. There was also avoidable duplication of the initial investiga- 
tion of the potentialities of the borrower’s business by each credit 
agency. Moreover, a local agency in charge of all types of credit 
is in a position to exercise better supervision over the use made of 
the finance than a number of agencies situated far away. These 
various considerations pointed to the need for an arrangement 
which would deal with the total credit needs of the borrower and 
arrange for the supply of each type of credit by the concerned in- 
stitution. 

Under the Scheme, a borrower is required to apply to the 
Agent of the State Bank (or of the local co-operative bank if he 
belongs to the co-operative sector) for all his credit requirements. 
The application is dealt with by a Local Working Group consist- 
ing of representatives of the agencies working the scheme; this 
Group refers the application to the appropriate agency, depending 
upon the type of credit asked for. Ordinarily, application for loans 

* The material on this is mostly extracted from the papers prepared 
for the Seminar on the Financing of Small-Scale Industries, organised by 
the Reserve Bank of India in July 1959. 
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below a particular aniount (Rs. 10,000 or Rs. 20,000) will be . taken/ 
up by the Director 'of. Industries under Government’s liberalised 
scheme for inaiicing small-scale industries, while applications over 
this amount are dealt with by the concerned State Financial Cor- 
poration if they are for medium or long-term credit* However, ap- 
plications for loans for working capital purposes are ordinarily 
dealt with by the State Bank or the co-operative banks; if the 
accommodation required is both short and long or medium 
term, the agencies concerned act in collaboration. The State Bank 
or the co-operative bank, as the case may be, gives the necessary 
assistance to the other financing agencies in assessing the credit- 
worthiness of the party. The Directors of Industries 'or the re- 
presentatives of the Small Industries Service Institute give assis- 
tance in regard to furnishing a technical report on the industrial 
unit. Applications which the various agencies are not able to 
entertain normally are further considered in order to find out 
how best the needs of the borrower can be met. 

In this connection, the State Bank has entered into agency ar*? 
rangements with the West Bengal, Uttar Pradesh and Bombay State 
Financial Corporations under which the Bank will act as their 
agent in collecting credit reports, disbursing loans, collecting instal- 
ments etc. Similar arrangements are being negotiated with the 
Andhra Pradesh and Punjab Financial Corporations. This would 
enable the Corporations to enlarge their sphere of activity and 
meet more elTectivciy the credit requirements of industrial units. 

By tile end of February 1959, the Bank had sanctioned credit 
limits of Rs. 2.63 crores to 795 parties, under the scheme; by the 
end of November, this had risen to Rs. 3.76 crores. The 
above limits were spread over 'a wide variety of industries, the 
most prominent being the engineering units. 

Experience gained in the working of the scheme revealed that 
unless the State Bank liberalised its procedure and practices, it 
would not be possible to assist small-scale industries to any ap- 
preciable extent. Accordingly' the Bank’s procedures were libera- 
lised, whereby credit facilities are now extended to small indust- 
ries at the pilot centres for working capital purposes against the 
pledge of raw materials and/or finished goods, either on lock- 
and-key or factory-type basis or/against hypothecation of stocks. 
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The interest charged by the State Bank on loans under the Pilot 
Scheme is linked to the State Bank's prime advances rate, which 
at present is 4^ per cent per annum. Interest is charged on a 
sliding scale, the lower reach of which is applicable to advances 
against stocks under the Bank’s lock and key. The rates on fac- 
tory-type and hypothecation advances are slightly higher while the 
highest rate is applicable to clean credits. 

The State Bank recently entered into an agreement with the 
National Small Industries Corporation Ltd., under which small- 
scale industries securing orders from Government departments etc., 
through the auspices of the Corporation, would be able to avail 
themselves of advances from the Bank at all its branches against 
pledge of raw materials upto their full value, the portion of the 
advance representing the Bank’s usual margin being guaranteed by 
the Corporation. The Corporation has, however, stipulated that 
the guarantee in individual cases will not exceed Rs. 25,000 and 
that the limit of its overall guarantee will be restricted to Rs. 30 
lakhs. The scheme came into operation with effect from January 
1, 1959. The working of the arrangement will be reviewed early 
in 1960. 

The State Bank recently conducted an evaluation of the results 
of the working of the scheme upto the end of December 1957 at 
the 9 centres where it was first introduced. The evaluation was that 
although the progress achieved at all the 9 centres was neither re- 
markable nor uniform, the scheme had, on the whole, worked fair- 
ly well and had an assured place in the field of providing improved 
credit facilities to small-scale industries. The State Bank has also 
accepted some of the recommendations made in the evaluation re- 
port. As already mentioned, the liberalised scheme has been ex- 
tended by the Bank to all its branches. It will, however, be work- 
ed more intensively at certain important centres with a view to 
achieving maximum co-ordination with the other participating 
agencies. The interest on the advances has been fixed at an all- 
inclusive rate not exceeding 6 per cent per annum, without im- 
posing on the borrowers any additional charges viz., godown 
keeper’s salary, inspection charges etc. In appropriate cases, the 
Bank has expressed its readiness to grant medium-term loans to 
small-scale industrial units for expansion or renovation for periods 
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not exceeding seven years upon such security (including the secu- 
rity of any immovable property) as may be deemed adequate by the 
sanctioning authority. So far, the Bant has not granted any me- 
dium-term loan to small industries. 

Another notable development concerning bank finance for 
industry is the proposal to institute a system of guarantee for bank 
loans, in order to encourage flow of bank lending to small-scale 
industry. The idea took shape at the Seminar on the Financing of 
Small-Scale Industries organised by the Reserve Bank in July 
1959 at Hyderabad and it is reported that the scheme will come 
into operation on April 1, 1960, on an experimental basis. 
The scheme is based on the premise that the flow of bank 
finance to the small-scale industrial units is small not because of 
inadequacy of resources but because the risk involved in such 
lending is large, especially as regards term-lending, and that 
if a system of guarantee is instituted, the flow of bank assistance 
will rise significantly. Such schemes are in operation in some 
foreign countries, for instance, Japan and the U.S.A. 

The outline of the scheme seems to be as under. The scheme 
is to be tried, in the first instance, in 21 selected districts, and is 
to be extended to 42 districts in the second year of operation. 
The facility of guarantee is to be made available to selected com- 
mercial banks and apex co-operative banks. The other banks will 
also be eligible for guarantee facilities, provided not less than 25 
per cent of the loan is either guaranteed or participated in by any- 
one of the selected banks, commercial or co-operative. The gua- 
rantee facility is to be made available in respect of short- 
term as well as medium-term loans not exceeding generally 
7 years. 

The details of the extent of guarantee are as under. The 
guarantee will be in two parts, one full and the other partial. 
Loans upto Rs. 25,000 will carry a 20 per cent full guarantee; 
above Rs. 25,000, the MI guarantee is for 10 per" cent of the loan 
or Rs. 5,000, whichever is higher, subject to a maximum of 
Rs. 50,0(X). Any loss in excess of the above full guarantee will be 
shared equally between the guarantee ■ oiganisation and the lend- 
ing bank, provided that the guarantee organisations total liability 
in respect of any one loan does not exceed Rs. 1 lakh. Thus, 
the percentage of guarantee is larger for relatively small loans. 
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In the pilot stage, the guarantee scheme will be administered 
by the Reserve Bank of India, though the ultimate liability for 
the loss arising from guarantee will be that of the Central Govern- 
ment. In the pilot stage a guarantee fee, of one-fourth of one 
per cent, would be levied, though this rate may be modified when 
the scheme is put on a permanent basis. It is reported that the 
broad outline of the scheme was approved at the meeting of the 
All-India Small-Scale Industries Board held in October 1959. The 
total expansion of credit likely to be achieved at the selected dis- 
tricts at the end of two years is estimated at Rs. 5 crores, from 
Rs. 10 crores to Rs. 15 crores. Further procedural details wiil, 
it is learnt, be finalised after discussion with bankers. 

There is no doubt that the guarantee scheme will lead to ex- 
pansion of bank credit to the small-scale units, though it is difficult 
to forecast to what extent. It seems to be largely a question 
of bank resources; it is doubtful if they are adequate for 
any significant expansion to the small units, especially for meeting 
fixed capital requirements, which is the type of lending with which 
we are principally concerned in this book. Further, it is not likely 
that the mere provision of guarantee will make the bigger banks 
take much interest in the financing of small-scale industries. It is 
only the small banks that are likely to take considerable interest 
in the financing of small-scale units, but, for this purpose, they 
would require not merely guarantee but also additional resources. 
It is not known to what extent the small banks would be extended 
the guarantee facility, in view of the greater difficulty of 
supervision and the likelihood of larger risks involved. Further, 
even if small banks go in for larger short-term financing out of 
their own resources, they may not be in a position to provide 
medium-term finance, without rediscount facility. One gathers the 
impression that the authorities are not in fact keen on the small 
banks' going in for term finance on any extended scale*. Fur- 
thermore, the way the Indian banking system is developing, the 
smaller banking units seem to be declining in importance. ^ 

* Vide the remarks of the Governor of the Reserve Bank and 
Chairman of the Refinance Corporation at the first annual general meeting 
of the Corporation — *Tt would seem to be advisable for the present 
that the smaller banks confine themselves to the known hazards of 
commercial lending till some experience has been gained by the bigger 
banks of the problem of industrial lending” 
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All this means that the State Bank of India (and its various 
subsidiaries) would have to take the primary responsibility for 
augmenting the supply of credit to the small-scale industrial units. 
Administratively too it should be simpler than dealing with a 
number of banks under the guarantee scheme. Further, to some 
extent, the State Bank of India will inevitably have to engage in 
"mixed’ banking, i.e. provide short-term as well as medium-term 
credit. For this role, the State Bank of India is eminently suited. 
Its resources are substantial; it has an excellent record for sound- 
ness and efficiency; it has a large number of branches; finally, its 
policies are subject to a large measure of influence and direction 
of Government and the Reserve Bank. 

The above developments, namely, the establishment of the 
Refinance Corporation, the launching of the pilot project and the 
institution of a system of guarantee for bank loans to small-scale 
industrial units would no doubt have an impact on the operations 
of other special financial institutions, namely, the State Financial 
Corporations, the Industrial Finance Corporation of India and 
the Industrial Credit and Investment Corporation of India. 
Ordinarily the preference of borrowers would be to go to a bank 
rather than a finance corporation for the requirements of term 
tinance. However, since we do not expect much provision of 
term fifiance by banks to the small-scale industrial units, the State 
Financial Corporations may not be affected much. But the acti- 
vities of the Refinance Corporation are likely to affect the busi- 
ness of the IFC and the ICICI, though in view of the larger 
magnitude of investment in the Third Plan, ail the special institu- 
tions should have brisk demand for their assistance. In any event, 
the institutional set-up for the provision of capital to industry will 
have to be reviewed in the light of the experience gained. 

It may be asked whether, apart from the provision of term 
loans, -them is not a case for a larger volume of investment of 
bank funds in shares and debentures of Joint stock companies, 
as suggested by the Shroff Committee. The answer is, 'not much’. 
There is undoubtedly little risk in banks’ investing a larger per- 
centage, say 5- 1 0 per cent, of their deposits in shares and debentures 
^(kx! companies; but such companies do not ordinarily ex- 
perience difficulty in raising capital, It is only the new companies, 
especially those which are not associated with any leading manag- 
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ing agency firm, as well as the relatively small companies that 
are in need of assistance. There is obviously risk in the banks’ 
buying shares of such companies and to guard against this, de- 
tailed restrictions would have to be laid down in the matter of 
such investments. As a matter of fact, even in the case of invest- 
ment of life insurance funds there have been stringent regulations 
in the matter of investment in industrial securities, especially 
shares. It is also significant that the special long-term financial 
institutions, namely, the Industrial Finance Corporation of India 
and the State Financial Corporations are prohibited from invest- 
ing in shares. In the circumstances there is not much point in 
expecting banks to purchase shares to any significant extent. 
As already mentioned, some of the leading banks have 
been engaging in underwriting operations, mostly in respect of 
debenture and preference share issues, and these may be expected 
to grow in volume in the years to come. There is scope for some 
enlargement of the investment of bank funds in debentures, which 
now constitute less than one per cent of the total investments of 
banks, but the difficulty is that debenture issue is relatively un- 
important in India. However, with the change in the system of 
corporate taxation, i.e. the so-called discontinuance of the gross- 
ing up of dividend income, the issue of debentures is likely to 
grow and banks may be expected to invest a somewhat larger 
portion of their funds in these securities. 



Chapter 6 

SPECIAL FINANCIAL INSTITUTIONS 

Opinion in India, as already mentioned in the previous Chap- 
ter, has generally favoured the establishment of special institutions 
for the provision of medium and long-term finance to industry. Soon 
after the Second World War and especially after the attainment of 
freedom the urgency of proceeding with large scale industrial de- 
velopment led to the establishment of a number of special institu- 
tions, beginning with the Industrial Finance Corporation of India. 
It would appear that the establishment of two corporations in U.K. 
for provision of finance for industry stimulated thinking in India 
on similar lines. Besides the Industrial Finance Corporation of 
India, the other long-term financing agencies in existence in India 
now are 13 State Financial Corporations, the Industrial Credit and 
Investment Corporation of India, the National Industrial Deve- 
lopment Corporation, the Refinance Corporation for Industry and 
finally the National Small Industries Corporation. While there is 
much in common as regards the objectives of these corporations, 
there are also important differences in regard to capital struc- 
ture, share ownership. Government control and scope of lending. 
The existence of a number of corporations has also raised im- 
portant questions of co-ordination of policies. In commenting on 
the work of these institutions, regard must be had to the fact 
that many of these have been in existence for a few years only. 
The general impression that one gets is that their performance is 
not unsatisfactory. It is not proposed to make any detailed assess- 
ment of the working of these corporations; that would require a 
very elaborate enquiry into their working. We may begin the 
study with the Industrial Finance Corporation of India (IFC) 
which is the oldest of the special institutions. 
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(a) THE INDUSTRIAL FINANCE CORPORATION OF 

INDIA 

The IFC was established in My 1948 under the Indiistria! 
Finance Corporation Act, 1948, with a view to providing , iiiediiim 
and long-term credit, to industry, particularly i,n circumstances 
where accommodation from normal financial sources, is inappro- 
priate or recourse to the capital market is impracticable. Its as- 
sistance is, however, confined under the Act to public limited 
companies and co-operative societies', incorporated in India, enga- 
ged in manufacturing, or processing of goods, mining, generation 
and distribution of electric power or any other form of power, 
shipping and hotel industries. 

The Corporation’s capital is held jointly by the Government 
of India, the Reserve Bank of India, the Life Insurance Corpo- 
ration of India, scheduled and co-operative banks, insurance com- 
panies and investment trusts, the majority ownership being vested 
in the public sector; individuals cannot hold shares of the Cor- 
poration. It thus combines Government association and supervi- 
sion with the benefit of experience of the banking and fmancia! 
community. 

Types of Assistance 

The Corporation is empowered to provide financial assistance 
by (1 ) granting loans or advances to, or subscribing to the deben- 
tures , of, industrial concerns, repayable within 25 years, (2) gua- 
ranteeing loans floated in the open market by industrial concerns, 
repayable within 25 years, (3) underwriting of stocks, shares, bonds 
or debentures issued by industrial concerns, subject to the stocks 
etc, acquired as a result of underwriting being dIspO'Sed of in the 
■ market within a period of 7 years’** and (4) guaranteeing deferred 
payments in respect of imparts, of capital goods by approved in- 
dustrial concerns who ate able to make such arrangements with 
foreign manufacturers. 

Accommodation o,! the first two type-s cannot be granted un- 
less it is sufficiently secured by the pledge or mortgage of gov- 

^ This limitation can bt waivi^ with the permission of the Union 
'Gmmmmt 
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emment or other securities, bullion or movable or immovable 
property or unless it is guaranteed as to the repayment of princi- 
pal and the payment of interest by the Central Government, State 
Government, a scheduled bank or a State Co-operative Bank. 
The Corporation demands collateral valued at twice the amount 
of the loan. 

Prior to December 1952, no single industrial concern was 
entitled to get assistance exceeding 10 per cent of the paid-up 
capital of the Corporation or Rs. 50 lakhs whichever was less, in 
terms of Section 24 of the principal Act. An amendment made in 
December 1952, however, raised this limit to an amount not ex- 
ceeding Rs. 1 crore in the aggregate and the Corporation was 
further authorised to make advances exceeding Rs. 1 crore to a 
single concern if the loan was guaranteed by the Government of 
India. At present, the minimum assistance which the Corporation 
provides is Rs. 10 lakhs, except in the case of supplementary 
loans to existing clients. 

Since the main intention in establishing the Corporation was 
that it should assist industrial concerns in obtaining capital and 
not act as a holding company or an investment trust, it is prohi- 
bited in terms of Section 26(b) of the Act from directly subscri- 
t’.ing to the shares or stock of any company having limited liabi- 
lity. Thus, the Corporation is empowered to provide loan capital 
and not equity capital. 

Resources 

The authorised share capital of the Corporation is Rs. 10 
crores divided into twenty thousand shares of five thousand rupees 
each. Of this, ten thousand shares of the total value of five crores 
of rupees have been issued in the first instance, and are fully paid- 
up. The distribution of ownership ol shares as on June 30, 1959, 
the latest date for which the data are available, was as under. 
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TABLE 38 

DISTRIBUTION OF SHARES OF THE IFC 


Shareholder 

No. of 
Shares 

Amount 
Rs, lakhs 

% to 
total 

Governmeut of India 

2,000 

1,00 

20.0 

Reserve Bank of India 

2,054 

1,03 

20.6 

Scheduled Banks 

2,405 

1,20 

24.0 

Co-operative Banks 

945 

47 

9.4 

Insurance Companies etc. 

2,596* 

1,30 

26.0 

Total 

10,000 

5,00 

100.0 


* Of these 2,346 shares are vested in the Life Insurance Corporation 
of India, consequent upon nationalisation of the business of life insurance. 

It will be seen that two-thirds of the share capital is owned by the 
Central Government and organisations in the public sector, includ- 
ing the Life Insurance Corporation. 

The shares of the Corporation are guaranteed by the Govern- 
ment of India as to the repayment of the principal and the pay- 
ment of a minimum annual dividend of 2,25 per cent.**** The rate 
of dividend cannot exceed the rate guaranteed by the Government 
until the reserve fund is equal to the paid-up share capital and 
until the Government has been repaid all the amounts paid by it 
in fulfilment of the guarantee liabilities and in no case can the 
rate of dividend exceed 5 per cent. Surplus net profits of the 
Corporation, after the payment of dividend, at the above maxi- 
mum rate, accrue to the Government. The shares of the Corpo- 
ration are included as trustee securities under the Indian Trusts 
Act and as approved securities for purposes of the Insu- 
rance Act 1938 and the Banking Companies Act, 1949, 

The amount of guaranteed dividend on the shares of the Industrial 
Finance Corporation of India and the State Financial Corporations was 
In effect free of income-tax until March 1959, since the Corporations used 
to pay income-tax and super tax on their i:yofits and gains. In terms of the 
Finance Act, 1959, however, all Corporations are required to deduct in- 
come-tax at source from the dividends payable by them, except that the 

f ortion of dividend paid 'out of subvention from the Government would 
0 exempt from tax. Whether the Corporation would so adjust their divi- 
dend distribution to maintain the previous tax-free return is a matter of 
policy, which will be decided in time before the distribution of the 1959-60 
dividend. In the alternative, the Income-tax Act would have to be suitably 
amended; this is enunentiy defirable* since nobcNly had bargained for a 
taxable return of 21 — 31 tm c^oit onlv. 
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The Corporation has powers to augment its resources through 
issue of bonds or debentures, which together with its contingent 
liabilities in the form of commitments under guarantees and un- 
derwriting agreements are not, however, to exceed ten times’^ 
the aggregate of its paid-up capital and reserve funds. The bonds 
and debentures are also guaranteed by the Government of India 
in respect of repayment of principal and payment of interest The 
total bond issues at the end of June 1959 stood at Rs. 16.75 cro- 
res; there has since been a further issue of Rs. 5 crores in October 
1959. Probably the bonds are held largely by banks. The Corpo- 
ration may also accept deposits, with a minimum maturity of five 
years, from the public. State governments and local authoritiest; 
the aggregate of such deposits, however, is not to exceed Rs. 10 
crores. This business has not, however, been undertaken by the 
Corporation so far. Besides, the Corporation is authorised to bor- 
row from the Reserve Bank against (a) securities of the Central 
or State Governments, repayable on demand or for fixed periods 
not exceeding 90 days and (b) bonds and debentures issued by 
the Corporation, maturing and repayable within 18 months, or 
against securities of the Central Government of any maturity pro- 
vided the amount so borrowed shall not at any time exceed Rs. 3 
crores in the aggregate and shall be repayable within 18 months. 
The maximum borrowing under (a) was Rs. 1.46 crores in Sep- 
tember 1954, subsequent to which there has been no borrowing 
at all Borrowing under (b) has been more frequent; the out- 
standing amount of such borrowing touched nearly Rs. 3 crores 
in December 1956 but declined more or less continuously 
from October 1957, being nil many times (Table 39). At the 
end of 1959 it was Rs. 1.62 crores. Further, the Corporation can 
also borrow from the Central Government, provided the total 
amount m borrowed, together with the outstanding bonds and de- 
bentures and borrowings from the Reserve Bank under (b) above 
shall not at any time in the aggregate exceed 10 times the paid-up 
capital and the reserve fund of the Corporation. The Government 
set "apart a sum of Rs. '22.25 crores for this purpose in the Sm>iici 

* Prior to the anfwndment of the I.F.C. Act, in November 1957, the 
Corporation’s hotrowings (induding contingent liabilities) were limitm to, 
five times its paid-up capital and reserve funds. 

t Prior to the amendment In Noveinlm* 1957, the Corporttion waa 
dmosits onlv froin ^ pubik. 
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TABLE 39 

ASSETS AND LIABIUTIES OF INDUSTRIAL FINANCE 
CORPORATION OF INDIA 


(In Lakhs of RiipciJsl 
As on June 30 




1949 

1954 

1958 

1959 

1. 

LIABILITIES 

Capital: Issued and Paid-up 

5,00 

5,00 

5,00 

5,00 

2. 

Reserves : 

(a) General Reserve Fond 



17 

31 


(b) Special Reserve Fund* 

— 

5 

23 

27 


(c) Other Reservesf 

— 

TO 

16 

16 

3. 

Provision for Taxation"*** 

2 

18 

6 

25 

4. 

Bonds and Debentures 

— 

7,80 

12,37 

16,75 

5. 

Borrowings from the Reserve Bank 
of India: 

(a) Under Section 21(3)(a) of 

the IFC Act — 

1,23 




(b) Under Section 21(3)(b) of 
the IFC Act 







6. 

Borrowings from Government under 
Sectin 21(4) of the IFC Act — 


15,00 

13,00 

7. 

Borrowings in Foreign Currency 

— 

— 

— 

— 

8. 

Fixed Deposits 

— 

— 

— - 

_ 

.9. 

Contingent Liabilities under 
Guarantees and Underwriting 
Agreements per contra 



75 


10. 

Other Liabilities 

, _ 

44 

1.14 

1,04 

11. 

Profit and Loss Account Credit 
Balance 

1 

17 

17 

21 

12. 

TOTAL 

5,03 

14,98 

35,05 

37,00 


* Under Section 32(A) (1) of the IFC Act. 

t Includes reserves for donhtful. debts and contingency reswves. 

♦ ♦ Less Advance Tax paid, , ■ 
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TABLE 39 (Contd.) ' 


(In Lakhs of Rupees) 




1949 

1954 

1958 

1959 

; 1. 

ASSETS 

Cash in Hand and with Bankers 

34 

18 

3,84 

1,58 

2 . 

Investments in Government 
Securities 

3,32 

2,00 



3. 

Call Deposits , 

— 

— 

— 

— ■ 

4. 

Loans and Advances 

1.33 

12,10 

28.94 

33,37 

5. 

Debentures 

— 

— 

— 

66 

6. 

Guarantees & Underwriting 
Agreements 




75 


7. 

Other Assets 

5 

70 

1,52 

1,40 

8. 

TOTAL 

5,03 

14,98 

35,05 

37,00 


Plan and recently an additional sum of Rs. 10 crores was allotted 
out of the P. L. 480 funds. The outstanding borrowing of the 
Corporation from the Government which began in November 1956 
has shown fluctuations; it reached Rs. 15 crores in March 1958 
and after declining to Rs. 10 crores by December 1958 increased 
to Rs. 13 crores at the end of April 1959 and stood at Rs. 
6 crores at the end of 1959. 

The Corporation is also empowered (with the consent of the 
Government of India) to borrow foreign currency from the Inter- 
national Bank for Reconstruction and Development or others, for 
making loans to industrial concerns requiring to be financed in 
foreign currency. 

The Corporation is regarded as a company within the mean- 
ing of the Indian Income-tax Act, and is, therefore, liable to in- 
come-tax and super-tax. 

Management 

The management of the Corpcaatitm is entrusted to a Board 
of thirteen Directora (including the whole-time salaried Chairman), 
repTMenting (he Government of India, the Rtajorve Bank, ajhSdu- 





i48 


The Capi ted Market of India 


led and co-operative banks and insurance companies, in vestment 
trusts and other like jBnancial institutions. The Board is assisted 
by a Central Committee. In discharging its functions, the Board 
is to act on business principles with due regard to the interest of 
industry, commerce and the general public and is to be guided by 
such instructions on questions of policy as may be given by the 
Government of India, and in regard to which Governmenf s deci- 
sions are to be final. The Government of India has also the power 
to supersede the Board and appoint a new Board in its place if it 
fails to carry out Government’s instructions. 

Since 1955, there have been some important organisational 
changes in the Corporation, following the enquiry into its work- 
ing by a special committee headed by Smt. Sucheta Kripalani. 

In the course of the discussions on the Industrial Finance 
Corporation (Amendment) Bill, 1952, certain criticisms were made, 
in both the Houses of Parliament, on the working of the Corpo- 
ration. The principal allegations were that of nepotism and favou- 
ritism in the grant of loans, particularly to big industries. The 
Government of India decided that these charges should be inves- 
tigated by an impartial committee. The terms of reference of 
this committee were (1) to scrutinise the loan transactions of the 
Industrial Finance Corporation with reference to the allegations 
(referred to above), (2) to verify whether in general due care has 
been exercised in the grant of loans, (3) to review generally the 
policy followed by the Corporation in the grant of loans with due 
regard to the objectives of the Act and the directions issued by 
the Government and (4) to make recommendations, if necessary, 
for improvement in the working of the Corporation. 

The Committee, which submitted its report in May 1953, 
made a number of general recommendations covering (i) adminis- 
trative and organizational matters, '(U) procedural matters, and 
(iii) matters of policy. The recommendations were generally ac- 
cepted by Government. 

Implemeataticm of some the necessitated 

aiiwmimaal o£ tto indu^rial Cwpciitin AeL Thusi witih' 

a imm mali^ lo m the 
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Comoiittee's recommendations dealing with administrative and 
organizational matters an amending Act, which came into force in 
September 1955, provided among others: 

(1) Extension of the Act to the State of Jammu and Kashmir ; 

(2) Appointment of a stipendiary Chairman to be assisted by 
a General Manager in place of the Honorary Chairman and a 
paid whole-time Managing Director; 

(3) Authority to the Corporation to borrow from the Central 
Government, (already referred to); 

(4) Removal of limitation, with the permission of the Central 
Government, in respect of the period upto which the Corporation 
may hold any stock, shares, bonds or debentures in fulfilment of 
its underwriting liabilities (already referred to) and 

(5) Right of the Corporation to lease the property pledged 
or mortgaged to it. 

Further, to implement the Committee’s recommendations on 
questions of policy, the Central Government issued, earlier in 
April 1954, the following instructions to the Corporation. 

(i) The Board of the Corporation should occasionally meet at 
important centres like Bombay, Calcutta, Madras, etc., 
other than Delhi which is its headquarters. 

(ii) Directors of the Corporation must invariably disclose 
whatever interest they may have in applications for loans 
(including shareholding in the loanee company or its ma-r 
naging agency) pending with the Corporation and the 
Directors concerned should withdraw from the meeting 
when the application for loan in which he is interested is 
under discussion. 

(iii) The annual reports of the Corporation should be as in- 
formative as possible and should contain general reviews 
of development of industries particularly in the fields in 
which the Corporation has advanced loans. The names of 
borrowing concerns to whom loans are sanctioned should 
also be published in these reports. 

(iv) In sanctionmg loans, a minimum margin of 50 per cent 
should be generally aimed at and greater attention should 
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be given to the proper assessment of the earning capacity 
of the borrowing concern. The financial stakes of the 
Directors and the managing agents of the applicant con- 
cern should also be taken into account and where such 
financial stake has been taken into account by the Corpo- 
ration as a factor of safety, the directors and the ma- 
naging agents concerned should not be at liberty to dis- 
pose of their shareholdings in the borrowing concern with- 
out the prior approval of the Corporation. 

(v) A report should be sent to Government with full parti- 
culars whenever loans in excess of Rs. 50 lakhs in indi- 
vidual cases are decided to be granted by the Corpora- 
tion. A report should also be sent to Government of ail 
cases of the grant of loans in which a Director of the 
Corporation is a managing director or a director /partner/ 
shareholder in the managing agency concern of the appli- 
cant undertaking. In cases of loans to companies in which 
a Director of the Corporation is an ordinary director or 
shareholder, a report should be sent if loans are sanction- 
ed at meetings at which less than half the Directors are 
present or the decision is not unanimous. 

Lending Operations 

Loans sanctioned by the Corporation have varied from year 
to year, the maximum annual sum being Rs. 15.1 crores in 1955- 
56. the smallest amount of Rs. 1.4 crores being in the year 1952- 
53. The rate of disbursements, however, rose sharply only from 
1956-57 onwards, coinciding with the acceleration of the tempo 
of investment (Table 40). During the 1 1 -year period 1948-59, the 
Corporation received in all 649 loan applications for a total 
amount of Rs. 136 crores; of these. 300 applications for an ag- 
gr^ate amount of Rs. 67 crores were sanctioned and 219 appli- 
cations for an amount of Rs. 25 crores or 34 per cent of the ap- 
plications were rejected. Of the sanctioned amount, it is stated that 
Rs. 10.5 crores have either been declined or are not to be made 
available. Upto June 30. 1959, the Corporation had disbursed 
Rs. 42 crores or 75 per cent of total effective loans, the out- 
standing loans and advances as on June 30. 1959 being Rs. 33 
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TABLE 40 

total amount of loans sanctioned and 

DISBURSED BY THE IFC (Rs. Crores) 


Total anioxmt Total amount 
of loans of loans 
sanctioned disbursed 


As at the end of 30th June, 

1949 

3.42 

1.33 

V' ■ 

1950 

7.19 

3.41 

— 

1951 

. 9.58 

5.79 

— dO' — 

1952 

14.03 

7.57 

--do— 

1953 

15.47 

10.07 

—dO' — 

1954 

20.74 

12.89 


1955 

28.08 

14.53 

— do— 

1956 

43.21 

16.73 

-•“•"do — ' 

1957 

55.12 

26.51 

--- -do— 

1958 

62.90 

34.84 

—do — 

1959 

66.69 

42.32 


The actual commitments of the Corporation in respect of 
Joans sanctioned upto the 30th June, 1959 are as follows:- 


(Rs. crores) 


Total loans sanctioned 66.69 

Amount disbursed 42.32 

Loans declined or not to be 

made available 10.51 


Total outstanding commitment 13.86 


The Corporation would appear to have given the major part 
of its assistance to new undertakings, defined as factories that went 
into production after August 15, 1947; 185 applications (in res- 
pect of 107 concerns) from new undertakings were sanctioned 
loans aggregating Rs. 44 crores or 66 per cent of total loans 
^nctioned, during the ll-ycar period. Loans sanctioned to 
established undertakings for renovation, modemisatiem and ex- 
pansion amounted to Rs. 23 crores, in respect of 115 applications, 
relating to 83 concerns. 
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The largest amount of loans sanctioned during the 11-year 
period was to sugar industry (Rs. 20.6 crores), followed by cotton 
textiles (Rs. 9.4 crores), chemicals (Rs. 8.5 crores), cement 
(Rs. 6.2 crores), paper (Rs. 5.7 crores), mechanical and electrical 
engineering (Rs. 4.1 crores), iron and steel-light engineering (Rs. 
2.6 crores) and ceramics and glass (Rs. 1.9 crores). The Corpora- 
tion has been specially asked by Government to encourage the 
establishment of co-operative factories, and for this purpose the 
Central and State Governments have agreed to guarantee nearly 
all the loans sanctioned by the Corporation to sugar co-operatives 
on a 50:50 basis. Hence the predominance of advances to the 
sugar industry. 

As regards the State-wise distribution of loans sanctioned. 
Bombay came first, accounting for nearly 30 per cent of total 
loans sanctioned (during the period 1948-59), followed by Madras 
(about 14 per cent) and West Bengal (about 10 per cent); in the 
case of other States, it ranged from 5 to 8 per cent in the case 
of Orissa, Punjab, Kerala, Bihar, Andhra Pradesh, Mysore and 
Uttar Pradesh and 1 per cent in the case of Rajasthan and As.sam. 

In Table 41 is set out the classification of loans sanctioned by 
the Corporation according to size. Of the 300 applications sanc- 
tioned for loans aggregating Rs. 67 crores by the end of June 
1959, the largest amount (Rs. 15 crores or 22 per cent in respect 
of 31 applications) was accounted for by class Rs. 40 — 50 lakhs. 
Since many companies were sanctioned more than one loan 
what is more significant is the size of loans per concern: the lar- 
gest amount (Rs. 12.23 crores) in respect of 22 concerns was in 
the group Rs. 50 — 60 lakhs. 8 companies were sanctioned more 
than Rs. 1 crore each. 

Normally, the Corporation’s financial assistance is provided 
for acquisition of fixed assets, against the first mortgage of land, 
buildings, plant and equipment etc. The Corporation does not 
lend against raw materials or finished goods for acquiring work- 
ing capital. It may relax the general policy in special circumstan- 
ces. While the maximum period of repayment prescribed by the 
Act is 25 years, the Ccwporaticm does not ordinarily lend for 
periods exceeding 12 years, though the maximum period for which 
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it has lent is 15 years. The repayment of loans is made in equal 
or graduated instalments, beginning usually three years: after the 
grant of loans. 

TABLE 41 

CLASSIFICATION OF LOANS SANCTIONED BY THE IFC" 

As on 30th June, 1959 


Amount sanctioned Amount 

on each sanctioned to each 

application industrial concern 



No. of 
Applications 

Amount 
(Rs. lakhs) 

- 

No. of 
concerns 

Amount 
(Rs. lakhs) 

(i) Rs. 10 lakhs and below 

125 

7,91 

49 

3,02 

(ii) Rs. 10 — 20 lakhs 

73 

11,45 

41 

6,43 

(iii) Rs. 20 — 30 lakhs 

28 

7,53 

26 

7,00 

(iv) Rs. 30 — 40 lakhs 

25 

9,49 

15 

5,67 

(v) Rs. 40 — 50 lakhs 

31 

14,86 

13 

6.25 

(vi) Rs. 50 — 60 lakhs 

8 

4,64 

22 

12,23 

(vii) Rs. 60 — 70 lakhs 

1 

64 

9 

5,84 

(viii) Rs. 70 — 80 lakhs 

■ _ 


1 

74 

(ix) Rs. 80 — 90 lakhs 

1 

90 

1 

87 

(x) Rs. 90 lakhs — Rs. I crore 

5 

5,00 

5 

4,92 

(xi) Over Rs. 1 crore 

3 

4,27 

8* 

13,71 

Total 

300 

66,69 

190 

66,69 


* it was only in respect of 3 out of 'these 8 concerns that any 
single application was submitted for an amount exceeding Rs. 1 crore in 
each case. In respect of the other hve, every one of the applications 
submitted was for not more than Rs. I crore, though the total of all 
the applications sanclioned in respect of each of these five concerns 
came to more than Rs. 1 crore In all. 

itmrce: Eleventh Annual R^rt of the Induitrtal Finance Corpo- 
ration of India. 
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Until about a year and a half ago, the Corporation did not 
do any underwriting of issues of industrial concerns. The reasons, 
according to the Corporation, for this are two-fold: firstly, the 
unsatisfactory state of the capital issue market in the country and 
secondly, uncertainty in regard to adequate response from the 
public. 

The relevant passages from the annual reports for the years 
1948-49, 1949-50 and 1950-51 are reproduced below: 

‘‘In view of the present situation in the money market and 
the stock exchanges, the Corporation does not consider it 
advisable to undertake underwriting commitments for the 
time being. The Corporation would be justified in under^ 
writing an issue of shares or debentures only if it was 
reasonably satisfied that there was likely to be an adequate 
response from the public and the market.” (Report for 1948- 
49, p. 14). 

“The Corporation considers that conditions of sufficient con- 
fidence have not yet been established in the money market 
to warrant underwriting operations being undertaken at pre- 
sent” (Report for 1949-50, p. 20). 

“On account of the conditions prevailing in the money 
market and the stock exchange, the Corporation did not con- 
sider it advisable to undertake underwriting commitments. 
When the situation improves and if suitable propositions are 
received, the Corporation may undertake underwriting opera- 
tions” (Report for 1950-51, p. 3). 

Recently, the Corporation underwrote, for the first time, 
jointly with two other financial institutions, the issue of per 
cent (subject to tax) redeemable and convertible debentures 
for Rs. 1.60 crores by a borrower concern from whom a loan of 
Rs, 45 lakhs was outstanding and the corporation's share of the 
commitment* under the arrangement was Rs* 75 lakhs. In MiSl- 
■ ment of the underwriting obligations, the Corporation subscribed 
to the debentures to the extent of Rs. 65.85 lakhs and out of the 
proceeds of the debenture issue the loan of Rs. 45 lakhs was 
repaid. The Corporation also underwrote, jointly with two firms 
of slock and share-brokers, a ■ 71 per cent tax-free Redeemable 
Cumulative Freference share mm of' Rs. 50 lakhs of a new in- 



Special Fincmcicd Institutions 


155 


dustrial concern; the Corporation’s share of the underwriting 
arrangement was Rs. 37.50 lakhs. The issue was heavily over- 
subscribed. Another application from an existing concern for un- 
derwriting its issue of 7 per cent tax-free Redeemable Cumula- 
tive Preference shares for Rs. 50 lakhs has also been sanctioned 
by the Corporation. This brings the total amount of underwriting 
approved by the Corporation upto June 1959 to Rs. 162.50 lakhs. 

Lending Rates 

Until February 1952, the Corporation’s lending rate was 5| 
per cent with a rebate of ^ per cent for prompt payment of in- 
terest and instalments on due dates, the effective rate thus bemg 
5 per cent. The rate was, however, raised in February 1952 to 6 
per cent, the rebate for punctual repayment remaining at i per 
cent. In view of the increase in the rates of interest at which it 
has to raise resources, the Corporation’s lending rate was further 
raised by i per cent to 6| per cent in 1952-53 and again by per 
cent to 7 per cent, effective April 23, 1957, with the usual rebate 
of I per cent for payment of interest and instalments on due dates. 
Thus, the effective lending rate of the Corporation now stands at 
6i per cent. The Corporation’s lending rates have to be approved 
by Government. The Corporation also charges a commitment fee 
of 1 per cent but waives it where the delay in drawing is caused 
by circumstances beyond the borrower’s control. 

Financial Results 

With the progressive expansion of the activities of the Cor- 
poration, its income, expenditure and net profits have shown a 
continuous increase. Between 1948-49 and 1958-59, these items 
showed increases, respectively, from Rs. 5.73 lakhs, Rs. 2.87 lakhs 
and Rs. 0.86 lakh to Rs. 203.88 lakhs, Rs. 130.80 lakhs and 
Rs. 35.37 lakhs. Except during 1952-53, the profits of the Cor- 
poration were insufl5.cient to pay the guaranteed dividend, till the 
year 1955-56, with the result the Corporation had to rely upon 
the Government of India for subventions to the extent of Rs. 53 
lakhs. The Industrial Finance Corporation (Amendment) Act, 1952 
made provision for the creation of a special reserve fund to which 
all dividends accruing on the shares of the Corporation held by 
the Central Government and the Reserve Bank are to be credited, 
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instead of being paid to them, until the special reserve fund ex- 
ceeds Rs. 50 lakhs. At the end of June 1959, the special reserve 
fund stood at Rs. 27 lakhs. 

'Appraiml 

In assessing the working of the Corporation during a period 
of 11 years there would be general agreement with the observa- 
tion of the Corporation’s Chairman at the 10th annual general 
meeting, namely, “A decade is but a short period in the life of an 
institution like ours, particularly in a field like industrial financing 
of a long-term nature in which, at the time our Corporation was 
set up in 1948, we were the pioneers. It is, therefore, perhaps too 
early yet to draw any firm conclusions of a general nature from 
such modest (italics supplied) achievements as stand to our credit 
at the end of this ten-year period.” In the beginning, the progress 
of the Corporation was inevitably slow. Apart from the fact that 
the Corporation had to get geared to the work, much was to be 
desired regarding the quality of applications for loans. But in the 
last few years the Corporation’s activities have gathered momen- 
tum, judging from both the loan amounts sanctioned and dis- 
bursed. It is gratifying that at last the Corporation has ventured 
into the field of underwriting. There does not appear to have been 
much justification for its view in the earlier years that it did not 
underwrite because conditions in the capital market were not 
favourable for underwriting, which is on par with a doctor’s 
statement that he would not attend on a person so long as that 
person was ill! The fact of the matter is that in the beginning the 
Corporation wanted to play safe, which one can appreciate, though 
not the reason that was given out for the underwriting inactivity. 
Also, in those years the resort to the Corporaion for loan assis- 
tance too was not much. Anyway, as already mentioned, there 
has been marked progress in this field recently. 

It is very difficult to 'Say if the bulk of the Corporation’s 
assistance has gone to companies which otherwise would have 
found it extremely difficult to raise funds. The Corporation does 
not appear to be insisting that '-borrowers must come to the Cor- 
_poration only after exhausting possibilities of borrowing else- 
where, though j&rom the point of view of the Corporation’s own 
interests one can understand ite desire to seek a fair share of 
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‘good’ borrowers. It is satisfactory to know that the major por- 
tion of loans was sanctioned for ‘new’ undertakings; it may be 
hoped that the Corporation has tried to help new lines of activity, 
which ordinarily would find it difficult to raise capital elsewhere. 
In this connection, one is surprised to note the large portion of 
sugar advances. It would appear that in recent years the Cor- 
poration has in effect become Government’s agency to channelise 
money to the co-operative sugar factories. While there is 
nothing wrong in this, there is need to devote greater attention to 
assisting units that are trying to explore new fields, consistent 
with the Plan objectives. It is of course possible that during this 
period applications from industries other than sugar have been 
comparatively few in which case the sugar loans would not have 
been made at the expense of other loans. 

The amount of funds which the Corporation has lent so far 
is by no means very impressive, in relation to the order of invest- 
ment in the private sector. But it should be borne in mind that it 
is . essentially a marginal lender. The indications are that the 
scale of operations is bound to grow not insignificantly in the 
coming years, though it is necessary that the assistance of the 
Corporation should be more diversified. In particular, it must ex- 
pand its underwriting operations significantly. It must also enter 
into arrangements whereby its loans could be converted into equity 
capital in suitable cases, for which an amendment of the Act gov- 
erning the Corporation would be necessary. Although any signi- 
ficant contribution by the Corporation in the way of equity capi- 
tal has to be ruled out, it would appear that there is no need for 
a total prohibition of investment in shares, especially of new 
companies. The operations of a specialised institution like the 
IFC should be flexible; since it works very much under Govern- 
ment supervision, there need not be much fear of the pcwsible 
misxise of the Corporation’s funds. It is gratifying to learn from 
the Chairman’s speech at the eleventh annual general meeting of 
the Corporation that the Corporation is atamining the feasibility 
Of entering the above lines of activity. It is also reported that the 
Chairman is thinking in terms ol participation in the profits of 
the borrowing company, over and above the interest charge. No 
amendment of the Act is needed for this. In judging the 
activities of the Corporation, one should keep in mind dist it 
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has to obtain Govemmenfs approval for many things and that 
Government too has to be cautious, having regard in particular to 
the appointment of a parliamentary Committee to enquire into 
the Corporation’s working in 1952- 

(b) STATE FINANCIAL CORPORATIONS^ 

At the time of the enactment of the Industrial Finance Cor- 
poration Bill in 1948, it was recognised that the all-India Corpo- 
ration, to be set up under it, would not be able to cater to the 
needs of all types of industries and that its sphere of activities 
would have to be necessarily confined to large-scale industries. 
Financial assistance to be granted by it was, therefore, delibera- 
tely limited to public limited companies or co-operative societies 
engaged in the manufacture or processing of goods or in mining 
or in the generation or distribution of electricity or any other form 
of power. It was made clear then that it would be necessary to set 
Up more or less similar corporations in the States for financing 
small-scale industries, including private limited companies and 
other private enterprises, besides public limited companies or co- 
operative societies. The State Governments also desired that such 
Corporations should be established under a special statute in 
order to enable the incorporation, in their constitution, of provi- 
sions in regard to majority control by Government and the Re- 
serve Bank, guarantee by the State Government of the repayment 
of principal and payment of a minimum rate of dividend on their 
shares, restriction on distribution of profits and special powers for 
the enforcement of claims and recovery of dues. Accordingly, the 
State Financial Corporations Act was passed by Parliament on 
September 28, 1951, as an enabling measure, under which Stale 
Financial Corporations (SFC) could be established. Provision was 
also made to bring within the scope of the Act any institution 
already in existence and concerned with the financing of indus- 
tries. This was done at the' instance of the Madras Government, 
which desired to bring within the scope of fhm Act the Madras 
Industrial Investment Corporation Limited, which had been in- 
corporated under 'the Indian Companies Act in March 1949, Al- 
though the State Financial Corporations Act has not as yet been 

^ A good ^art of the mttermi of this section k re|H*oduced, with more 
Up to date statistics, from -an artldie on the subject appearing in the 
Bank of India Bulletin, IkoOTbcr 1958. 
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made applicable to the Madras Industrial Investment Corpora- 
tion, State Financial Corporations have been taken as including 
the Madras Corporation, unless otherwise indicated. 

The first Corporation set up under the Act was the Punjab 
Financial Corporation, which was established on February 1, 
1953. There were six Corporations at the end of 1953-54, ten Cor- 
porations at the end of 1954-55 and as many as thirteen Corpo- 
rations functioning by the end of 1955-56, the accelerated tempo 
of economic activity towards the end of the First Five-Year Plan 
probably speeding up their formation in the latter years. Conse- 
quent upon the changes resulting from the reorganisation of 
States and including the Madras Industrial Investment Corpora- 
tion Ltd. the number was reduced to twelve, that is, all States 
except Mysore and Jammu and Kashmir.* Recently, the Mysore 
Government also set up a Financial Corporation for the State. 

Resources 

The State Financial Corporations Act enables each State 
Government to fix the authorised capital of its Corporation, sub- 
ject to a minimum of Rs. 50 lakhs and a maximum of Rs. 5 
crores. The actual authorised capital of the existing Corporations 
ranges between Rs. 2 crores and Rs. 4 crores, as many as ten out 
of the thirteen having an authorised capital of Rs. 2 crores each. 
Two Corporations (Andhra Pradesh and Bombay) have an autho- 
rised capital of Rs. 4 crores each and one (Uttar Pradesh) of 
Rs. 3 crores. As regards paid-up capital, the Bombay Corporation 
has the largest amount at Rs. 2 crores, while at the other end 
stands the Orissa Corporation with Rs. 50 lakhs. The rest of the 
Corporations have a paid-up capital of Rs. 1 crore each, except 
the Andhra Pradesh State Financial Corporation and the Madras 
Industrial Investment Corporation Ltd. with Rs. 1.50 crores and 
Rs. 1.32 crores, respectively. Taking all the Corporations toge- 
ther, out of an aggregate authorised capital of Rs. 31 crores, 
R.S. 14.32 crores has been paid up. 

While only Government, the Reserve Bank and financial ins- 
titutions can participate in the share capital of the Industrial 
Finance Corporation of India, the general public can also sub- 

• It is learnt that a Corporation is betaf set up for Jammu and 
Kashmir. 
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scribe to the share capital of the State Financial Corporations, 
though subject to a maximum of 25 per cent of the total. As on 
March 31, 1959* the State Governments accounted for 47.3 per 
cent (Rs. 6.76 crores), the Reserve Bank for 15.1 per cent (Rs. 2.16 
crores), financial institutions like scheduled and co-operative banks, 
insurance companies and investment trusts for 33.2 per cent (Rs. 
4.74 crores) and the general public for the remaining 4.4 per cent 
(Rs. 63 lakhs). Individual corporations, however, show very wide 
variations in the distribution of their paid-up capital among the 
different categories of shareholders. The participation of the State 
Government, for instance, ranges from 79 per cent in the case of 
the Madras Corporation and 70 per cent in the case of the Orissa 
Corporation to around 30 per cent in respect of the Bombay and 
West Bengal Corporations. The share of the Reserve Bank varies 
between 13 per cent and 21 per cent, except in the case of the 
Madras Corporation in which it has no share. Financial institu- 
tions account for almost one-half of the total paid-up capital in 
Bombay as against only one-tenth in Orissa. The contribution by 
the general public in no case exceeds 10 per cent of the total, 
although, as we have seen, the maximum statutory limit is 25 per 
cent. 

As mentioned at the outset, the share capital of each Corpo- 
ration is guaranteed by the State Government concerned as re- 
gards the repayment of principal and the payment of an annual 
dividend at the minimum rate fixed by the State Government in 
consultation with the Central Government. The rate of guaranteed 
dividend is 3i per cent for all Corporations except the Punjab 
and Madras Corporations, in whose case it is 3 per cent and the 
Mysore Corporation, 4 per cent; the different rates reflect the 
pattern of interest rates at the time of the establishment of the 
Corporations. Further, the rate of dividend paid by a Corporation 
cannot exceed the minimum rate guaranteed by the State Gov- 
ernment so long as its reserve fund is less than its paid-up capital 
and until the State Government has been repaid any sum it might 
have paid under the guarantee given in respect of the shares or 
bonds c«r debentures issued by the Corporation. The maximum 

• The data for Madras Corporation are as of March 1958; the data 
alia mdiude shares of Mysoi« Corporatkn, thoii|h time were achully 
issned b May 1959. 
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rate of dividend payable by a Corporation is limited to 5 per 
cent by the Act and any surplus in the net profits after payment 
of dividend at this rate accrues to the State Government. 

Besides raising share capital, the Corporations can also float 
bonds or debentures and accept deposits from the public in order 
to secure additional resources. With the growth in the volume of 
their lendings, the Corporations have, of late, resorted to the 
issue of bonds to augment their resources. The total amount of 
bonds issued by seven Corporations outstanding at the end of 
March 1959 was Rs. 6.12 crores. 

The Corporations are required to consult the Reserve Bank 
in regard to the issue of bonds and debentures, in order to ensure 
due regard being paid to the conditions of the market and the 
proper co-ordination of the borrowing programmes of Govern- 
ments and the Corporations. As in the case of their share capi- 
tal, the bonds and debentures of State Financial Corporations are 
guaranteed by the State Governments concerned as regards repay- 
ment of principal and payment of interest. Besides, the State Fi- 
nancial Corporations Act limits the amount of bonds and deben- 
tures which a Corporation may issue. Thus, the total amount of 
bonds and debentures issued and outstanding and of the contin- 
gent liabilities of a Corporation in respect of guarantees given by 
it or underwriting agreements entered into by it cannot exceed 
live times the amount of its paid-up share capital and reserve 
fund. There is no provision in the State Financial Corporations 
Act for borrowing from State Government. The Madras Corpo- 
ration has taken temporary loons from Government, such out- 
•standing loans amounting to Rs. 40 lakhs at the end of June 
1958. Outstandings at the end of March 1959 were nil. 

The Corporations may accept deposits from the public. Such 
deposits are repayable only after a minimum period of five years 
because of the medium and long-term nature of the credit provided 
hy the Corporations. Further, the total amount of such deposits 
is not to exceed the paid-up capital of a Corporation. So far, only 
two Corporations have accepted deposits, namely, Kerala and 
Madras. The outstanding of such deposits as at the end of March 
1959 was Rs. 1 lakh in the case of Kerala and Rs. 2.06 crates in 
the case of the Madras Corporation, which accejto deposits for 
periods of from I to 20 years. 
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The Corporations are also permitted to borrow from the 
Reserve Bank against the securities of the Central or State Gov- 
ernments. Such loans are repayable either on demand or at the 
end of fixed periods not exceeding 90 days. With the exception 
of the Bombay and Rajasthan Corporations, no other Corpora- 
tion has availed of this facility so far. In the case of these cor- 
porations, borrowings from the Reserve Bank at the end of 
March 1959 were nil. 

Management 

Before proceeding to deal with the loan operations of the 
Corporations, it may be appropriate, at this stage, to indicate the 
salient features of the Act in regard to the management of the 
Corporations. The main objective of the statutory provisions is to 
ensure effective Government control of the Corporations. The 
management of each Corporation is entrusted to a board of 
ten directors. The State Government concerned appoints the 
managing director (perhaps in consultation with the Reserve Bank) 
and nominates three other directors one of whom is the Chair- 
man. The Reserve Bank and the Industrial Finance Corporation 
of India nominate one director each. The scheduled banks, insu- 
rance companies, investment trusts, co-operative banks and other 
financial institutions elect three directors, one of whom repre- 
sents the scheduled banks, another the co-operative banks and the 
third represents the remaining financial institutions. The other 
shareholders are represented by one director elected from among 
themselves. The majority of the directors are thus nominated by 
the Government and quasi-Government institutions. Furthermore, 
the board is guided by instructions on matters of policy given by 
the State Government in consultation with the Reserve Bank. 

The types of assistance which the Corporations may render, 
laid down in the Act, follow closely those of the Industrial Finan- 
ce Corporation of India. Thus, the State Financial Corporations 
may (a) grant loans or advances to, or subscribe to the debentures 
of industrial concerns repayable within a period of 20 years; 
(b) guarantee loans raised in the market by industrial concerns 
and repayable within .20 years; (c) underwrite the issue of stocks, 
iaares, bonds or debentures by industrial concerns, subject to the 
condition that any part df the issue taken up in puwuance of the 
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underwriting agreement is, disposed o.f within seven years. The 
Corporations prohibited from subscribing d.irectly'to,the sha- 
res or stocks of any company,., because their object is to assist in- 
dustrial concerns in obtaining loan capital and not to act as hold- 
ing.; companies or investment trusts. 

The financial assistance rendered by the Corporations so far 
has been almost entirely through the grant of loans and advances. 
Their subscription to debentures has been insignificant. Only the 
Andhra Pradesh and Bombay Corporations have subscribed Rs. 10 
lakhs and .Rs. 3.75 lakhs, respectively, to the debentures of in- 
dustrial concerns. The Corporations have not so far underwritten 
any issue or guaranteed any loan. The subject of the Corporations’ 
engaging in underwriting activity and equity participation was 
considered at a recent conference of the representatives of the 
State Financial Corporations and it was felt that the issue was in 
no sense urgent and that it was not desirable for the Corporations 
to enter this field of business at the present stage of their deve- 
lopment. 

There has been a more or less steady increase in loans and 
advances sanctioned and disbursed. 


TABLE 42 

LOAN TRANSACTIONS OF STATE FINANCIAL CORPORATIONS 

(R.S. crores) 


1 

No. of 
Corporations 

Loans 
sanctioned 
during the year 

Loans disbursed 
during the year 

Loans 

outstanding at 
the end of the 
year* 

1953-54 

2 

0.7 

0.3 

1.0 

1954-55 

8 

2.1 

1.3 

2.3 

1955-56 

12 

4.1 

1.9 

4.0 

1956-57 

11 

4,4 

2.9 

6.4 

1957-58 

12 

4.8 

3.7 

9.4 

1958-59 

12 

5.0 

3.3 

11.4 

Total 1953-54 
to 1958-59 


21.1 

13.4 



* Indnde outstanding amount of loans disbursed prior to 1953-54 in 
rcspedt of the Madras Industrial Invatment- 'Corporation Ltd. 
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' The spurt in loans sanctioned in ' 1955-56 is partly attributable 
to the increase in the number of Corporations in operation in that 
year* which itself was, in some measure* a result of the accelera- 
ted pace of economic development in the economy. The slight 
decline in loans disbursed in 1958-59 perhaps reflects the decline 
in demand on account of the import cuts and also perhaps some 
diversion of demand to the newly set up Refinance Corporation. 
Loans outstanding at the end of March 1959 amounted to Rs. 
11.4 crores. The total number of applications sanctioned was 
822, giving an average amount of Rs. 2.6 lakhs per application. 
The classification of loans, by size* sanctioned by the Bombay* 
Punjab and U.P. Corporations is given in Table 43, As regards 
loans to small-scale industries, while the number of loans sanc- 
tioned was large at 395, the amount was only Rs. 3.08 crores, 
the amount disbursed being Rs. L98 crores. 

A State-wise distribution of the total amount of loans sanc- 
tioned upto March 31, 1959 indicates that the largest amouni 
was sanctioned in Madras (Rs. 4.6 crores), followed by Bombay 
(Rs. 3,8 crores), Punjab (Rs. 2.2 crores) and West Bengal (Rs. 2.1 
crores). While comparing the performance of the different Cor- 
porations, as measured by the loan amounts sanctioned, it should 
be remembered that the period over which they have operated 
varies from two to six years and ten years in the case of the 
Madras Corporation and that the state of, and the scope for, in- 
dustrial development varies in the different States. The recipients 
of financial assistance from the Corporations cover a wide range 
of industries. Absence of a uniform industrial classification in 
the data provided by the different Corporations makes it difficult 
to give a detailed industry-wise breakdown of the aggregate loans 
and advances of all the Corporations taken together. It is, how- 
ever, clear from available data that, of the total loans sanctioned 
upto March 31, 1959 by all' the Corporations, textile and engi- 
neering industries received Rs. 5.49 crores or 26 per cent and 
Rs. 2.84 crores or 13 per cent, respectively. Sugar Industiy ac- 
counted for Rs. I JO crores or 5 per cent., tea for Rs, 95 lakhs 
or 5 per cent,, chemicals for Rs. 12 lakhs or 3 per cent and elec- 
tricity supply for Rs. L33 crores or 6 per cent. The industry- 
wise breakdown of loans sanctioned by individual Corporations 
’C^viousIy shows variatims. in Madras and Madhya Pra- 
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desh, textiles account for the largest share, namely, 54,5 per cent 
and 66.2 per cent, respectively. On the other hand, in Bombay, 
West Bengal and Bihar, the engineering industry accounts for 
the largest share, namely, 28.5 per cent, 25.7 per cent and 36.7 
per cent, respectively. In Uttar Pradesh, sugar is the most im- 
portant item (33.9 per cent) and tea in Kerala (25.1 per cent) and 
Assam (35.6 per cent). In the case of the Punjab Corporation, 
the loans are distributed more evenly over a number of industries, 
the highest percentage for any group being 17.6 only (metal 
engineering). 

Loans given by the Corporations are sufiBciently secured, 
being granted on the first mortgage of the fixed assets in the form 
of land, buildings and plant and equipment. The amount of the 
loans is usually about 50 per cent of the net value of the fixed 
assets offered as security, thus providing a margin of 50 per cent. 
The Corporations are also empowered to grant loans and ad- 
vances against the guarantee, as regards repayment of principal 
and payment of interest, by the State Government or a scheduled 
bank or a State co-operative bank. Financial assistance has been 
rendered primarily for block capital requirements of industrial 
concerns and, only in exceptional cases, for working capital needs. 
The period of loans granted for block capital requirements ap- 
pears to be generally for 10-12 years. Loans are granted by the 
Corporations on the merits of individual industrial concerns, after 
a scrutiny of the soundness of the proposals and an examination 
of the development programme put forward by them with the 
aid of technical advice. For example, the Bombay Corporation 
maintains a panel of experts for obtaining such technical advice. 
The Corporations also keep a watch over the progress of the 
concerns which have availed themselves of loans, through regular 
inspections by their officials, in addition to obtaining periodical 
reports from them. 

Lending Rates 

As regards the rate of interest on loans and advances charged 
by the Corporations, the most common rate, as at the end of 
March 1959, was per-cent per annum, with a rebate of f per 
cent for repayment of ."instalments of principal and payment of 
■ Interest on due dates. , was the p<»ition in respect of five 
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out of t,he twelve Corpora.tio,ns, while in case of on,e Corporation, 
the rate .was 6| per ce,nt without any provisio,n for rebate/. The 
rate was 7 per cent in the case of Kerala, Assam, Punjab and 
West .Bengal Corporations and 6 per cent in. the case of Madhya 
Pradesh Corporation, there being provision, for *| per cent rebate:': 
for prompt repayment of instalments of principal and payment of 
interest only in the case of the first two Corporations. In the case 
of the Madras Corporation, the rate (in October 1958 — the latest 
available) was the highest at 7|- per with f per cent rebate for 
prompt payment of interest and instalment of principal A few 
State Governments viz. Assam, Rajasthan and Punjab, remit, 
either partially or fully, stamp duties in respect of mortgages 
created in favour of the respective Corporation. 

L(mns for Working Capital 

The question of grant of loans for working capital was con- 
sidered at the first conierence of the representatives of State 
Financial Corporations and in the light of the discussions, a ten- 
tative draft formula was evolved by the Reserve Bank for the 
guidance of the Corporations. According to this, the State Finan- 
cial Corporations should provide loans for working capital only 
in those cases where the industrial concerns are unable to obtain 
finance from commercial banks or other sources. The formula 
also specified a number of points on which the State Financial Cor- 
porations should fully satisfy themselves before making loans for 
working capital either by itself or in combination with block 
capital. Also, where the loan is primarily required for block 
capital, the element of working capital should not ordinarily ex- 
ceed 25 per cent of the total amount applied for, while loans 
given primarily for working capital should not ordinarily exceed 
five years, A sub-committee appointed to consider this formula 
and other problems relating to the Corporations examined the 
main suggestions made by some Corporations for liberalising these 
provisions but felt that no change in the formula was called for. 

Financial Results 

The growth in the activities of the Corporations, discussed 
earlier, has resulted in a steady rise in the total net profits of all 
the Corportions, from Rs, 7 lakhs in respect of five Corporations 
in 1953-54 to Rs. 54 lakhs in respect of 12 Corporations in 1957- 
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58; in 1958-59 it aaiounted to Rs. 50 iakhs (excluding the Mad- 
ras Corporation for which the 1958-59 figure is not available). In 
spite of rising incomes and profits, the balance of profits at the 
disposal of the State Financial Corporations, after providing for 
taxation and transfers to reserve funds, has been inadequate for 
the payment of the minimum dividend guaranteed by the State 
Governments under the State Financial Corporations Act. All the 
Corporations with the notable exception of the Madras Corporation 
were, therefore, compelled to have recourse to subventions from 
their respective State Governments in order to meet their dividend 
commitments throughout the six-year period 1953-59, though the 
magnitude of recourse to such subventions has been declining in 
the case of some of the Corporations. However, even during 
1958-59, three Corporations had to resort to subventions from the 
State Governments to the extent of over one-half to about seven- 
eighths of the amount of guaranteed dividend. In 1958-59, total 
subventions receivable from State Governments by all State Finan- 
cial Corporations (excluding Madras) amounted to Rs. 20.81 
lakhs. 

The total assets of all the twelve Corporations amounted to 
Rs. 23.4 crores at the end of March 1959. Of this, loans and ad- 
vances outstanding formed 49 per cent (Rs. 11.5 crores), invest- 
ments in Government securities 12 per cent (Rs. 2.8 crores) and 
cash in hand and bank balances for 33 per cent (Rs. 7,8 crores). 
Subscriptions to the debentures of industrial concerns amounted 
to only Rs, 14 lakhs (Table 44). 

Reserve Bank's Rale 

The State Financial Corporations have close relations with 
the Reserve Bank of India. Reference has already been made to 
the association of the Bank with these Corporations in respect 
of share capital and representation on the board of management 
The Bank has one nominee on the Board of Directors of each of 
the State Financial Corporations who could also function on their 
respective executive committees. The State Financial Corporations 
have generally been consulting- the Bank in the matter of appoint- 
ing managing directors and there have been instances of the Bank 
deputing its own officers to work as managing directors. Apart 
from the statutory providtm. wbidi specifies that the Bank should 
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be consulted before the Corporations issue any bonds or deben- 
tures for the purpose of increasing their working capital or frame 
regulations under the State Financial Corporations Act, the Bank’s 
advice and assistance are generally sought by the Corporations on 
important matters of policy, as for instance, the investment of 
their funds. The State Financial Corporations Act also provides 
that the State Governments should consult the Bank in regard to 
instructions on questions of policy that may be issued by them to 
the Corporations. The Bank also helps the Corporations in co- 
ordinating their functions. In this connection, the Bank has been 
convening annually a conference of the representatives of the 
State Financial Corporations, the Industrial Finance Corporation 
of India and other concerned interests so as to facilitate discus- 
sions and mutual exchange of views on various important issues 
of common interest to them. In the course of the discussions at a 
conference the Corporations had expressed themselves in favour 
of statutory inspection of the working of the Corporations and 
their books and accounts by the Bank and agreed that until the 
Act was amended, such inspections should be on a voluntary 
basis. The State Financial Corporations Act has since been amend- 
ed and the Bank is now empowered, with the approval of the 
Central Government, to conduct inspections of the Corporations. 
Government has given general approval to annual inspections 
which are intended to be made a regular feature of the Bank’s 
activities. Such inspections are primarily meant to assist the Cor- 
porations in establishing sound practices and traditions, particu- 
larly in matters connected with loans and advances. 

Problems of Co-ordination 

In recent years, the problem of co-ordination of the activities 
of the various agencies which provide industrial finance has come 
to the fore. Besides the State Financial Corporations, such agen- 
cies include the Industrial Finance Corporation of India, the 
Central and State Governments, the State Bank of India and 
other banks. A clear-cut demarcation between the scope of the 
Industrial Finance Corporation of India and the State Financial 
Corporations was effected at the first Conference of the represen- 
tatives of the State Financial CcHrporations in August 1954, by 
arranging that the Industrial Finance Corporation of India should 
entertain loans fcff amounts in excess erf Rs. 10 lakhs and the State 
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Financial Gorporations should entertain loans for amounts upto 
Rs. 10 lakhs. The increased provision of financial assistance by 
Government for the small-scale industrial units created a kind 
of crisis for the Corporations, in that there was likelihood of a 
very marked decline in their business. Besides, the Government 
loans were also to be given at rates below those charged by the 
State Financial Corporations. Hence steps were taken to allay the 
misgivings of the Corporation. In the first place, the activities of 
the State Governments and the State Financial Corporations have 
been demarcated by fixing minimum limits ranging from Rs. 
to Rs. 75,0(X), for loans by the State Financial Corporations, loans 
for smaller amounts being provided departmentally by the State 
Governments. 

Secondly, it was suggested at the second Conference of the 
State Financial Corporations in November 1955 that the Corpo- 
rations should be empowered to function as agents of Govern- 
ment for scrutinising and sanctioning loan applications received 
by Government from industrial enterprises, for disbursing the 
loans and for collecting and remitting the amounts to Govern- 
ment. To enable the Corporations to undertake this function, the 
State Financial Gorporations Act was amended in October 1956, 
empowering the Corporations to act as agents for the Central or 
State Governments or the Industrial Finance Corporation of India 
in respect of loans and advances granted, or debentures sub- 
scribed to by them. Such agency arrangements are in operation 
in the States of Uttar Pradesh, Andhra Pradesh, Bombay and the 
Punjab. 

Some aspects of co-ordination have been discussed in chap- 
ter 5 when the question of finance for small-scale industry was 
referred to. It has been mentioned already, especially in connec- 
tion with the pilot scheme of the State Bank, that some Corpora- 
tions use the services of the State Bank for disseminating in- 
formation about the Corporations, forwarding the applications, 
disbursing loans, collecting interest and repayments and allied 
'services. 

Appraisal 

It is extremely difficult to- make an appraisal of the working 
■of the State Financial CarfKKaticm, for the performance has 
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varied from Corporation to Corporation. . The general im- 
pression which the Corporations, as a whole have created is that, 
they have not so far done well, judging from the rather . small 
level of their outstanding advances. In defence of the Corpora-, 
lions it .must be said that si.nce this is a new type of lendi.ng ^ i:ii. : 
the country, it takes time to get into stride. The fact that these.. 
Corporations have to deal with relatively small borrowers makes,, 
the job of scrutiny of loan applications much more difficult, since 
in general the applications are much less satisfactory than in res- 
pect of loan applications from large borrowers, especially joint 
stock companies. Generally speaking, the risk element is much 
larger in the case of advances to small enterprises, and the Cor- 
porations have naturally to proceed with caution. Direct lending 
by Government to small industries at concessional rates of in- 
terest, the provision of hire purchase facilities by the National 
Small Industries Corporation and the establishment, in June 
1958, of the Refinance Corporation are perhaps some of the other 
factors which explain the rather slow tempo of the operations of 
the Corpo.rati.ons. 

It may be hoped that the management is in the hands of 
people with energy, enthusiasm, ability and foresight, because in 
the case of new institutions like the State Financial Corporations, 
success depends to a considerable extent on the type of personnel 
that is appointed. 

There need be no adverse comment on the fact that the Cor- 
porations have, had to depend , on subventions from Government 
for paying the guaranteed minimum dividend, in the first place, 
any company would take some years before it is in a position to 
pay a dividend. Secondly, the fact that the Corporations have to 
pay income and super-taxes, in the same way as an ordinary joint 
stock company, makes it extremely difficult for them to be able 
to pay a dividend. To pay a dividend of 3|4 per cent the Cor- 
porations must earn a rate of profit of 7-8 per cent. This is 
obviously very difficult even if their entire resources are fully 
utilised in the form of loans and advances. It is only when the 
paid-up capital comes to occupy a relatively small part of total 
resources that the Corporations would be in a position to pay 
dividend without any assistance from Government. It has been 
suggested that these Corpcratk>ns be either exempted from taxa- 
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tion or that the two principal shareholders, namely, the Govern- 
ment and the Reserve Bank forego their dividend. Either of these 
suggestions would mean loss of revenue to Government and there 
is no reason why the present system should not continue, since in 
any event the bulk of the dividend goes to the Government sec- 
tor itself. The present system has this advantage that it indicates 
in a clear way the magnitude of subvention that is involved for or- 
ganising these special institutions. 

It is also not desirable to raise the present lending rates of 
the Corporations since they have been specially set up to fill 
important gaps in the machinery for raising capital and their 
assistance is supposed to be given primarily to borrowers who 
have special difiiculties in raising capital elsewhere. Nor have 
some other suggestions that have been made concerning these 
Corporations much to commend them. For instance, it has been 
suggested that Government and the Reserve Bank should take over 
the entire equity capital of the Corporations. When these Corpora- 
tions were set up, deliberately non-Government institutions such 
as commercial and co-operative banks and also individuals were 
associated with the Corporations in order to assist the process 
of mobilisation of savings and also provide guidance to the Cor- 
porations in their day-to-day working. Other suggestions have 
been that these Corporations be merged into one Corporation or 
be amalgamated with the Industrial Finance Corporation of India 
or converted into subsidiaries of the State Bank. These also are 
devoid of merit and militate against the fundamental objective of 
setting up of these Corporations. The establishment of State 
Financial Corporations, in addition to a Corporation at the Cen- 
tre— IFC — ^was a deliberate act of policy with the object of serving, 
in a more effective way than a central organisation can, the needs 
of the local medium and small-scale industries and to mobilise 
local resources. The merger of these into one institution either 
as a separate one or with the IFC or the State Bank would de- 
feat this purpose. It would appear to be premature to disturb 
the present set-up of the Corporations. There is no doubt that with 
the stepping up of private investment for a bolder Third Plan, 
these Corporations would have plenty of scope for expansion, 
though -some s^pecial allotment of foreign exchange has to be made 
im the smalFscale units, wMeh would find it difficult to obtain 
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foreign collaboration. In the meanwhile, all possible steps should 
be taken to reduce to the minimum direct Government lending to 
industry and to route such funds through these Corporations. At 
the same time, the Corporations should take all possible steps to 
simplify their procedure and relax rigid restrictions, if any, par- 
ticularly in respect of small-scale units, which have not received 
much assistance so far from the Corporations. There is xindoub- 
tedly multiplicity of institutional arrangements to cater to the 
needs of medium and small-scale industries, and problems of co- 
ordination arise, which are referred to again at the end of this 
chapter. 

(c) THE NATIONAL INDUSTRIAL DEVELOPMENT 
CORPORATION 

The National Industrial Development Corporation (NIDC), 
which is a full-fledged Government institution, was set up by the 
Government of India in October 1954 for the promotion and de- 
velopment of industries in India. The Corporation is conceived 
mainly as an instrument of Government for securing a balanced 
and integrated development of industries in both the public and 
private sectors, particularly the development of those industries 
which are necessary to fill up the gaps in the industrial structure. 
The Corporation is required to plan and formulate projects for 
setting up new industries or developing new lines of production. 
It will take up the study and investigation of industrial scheme.s 
and in implementing them, the Corporation will try to secure, 
where possible, the maximum use of industrial equipment, ex- 
perience and skill available in the country. The Corporation is 
not conceived to be primarily a financing agency, this form of 
assistance being confined to a few special industries, It is primarily 
a development Corporation. 

The Corporation was registered as a private limited com- 
pany with an authorised capital of Rs. 1 crore, of which Rs. 10 
lakhs have been issued and have been provided entirely by the 
Government of India. The finances of the Corporation are pro- 
vided by Government in the form of grants and loans. Thus, the 
provision made for grants and loans during the year 1958-59 
amounted to Rs. 2 crores and Rs. 5 lakhs, respectively. A sum 
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of Rs.: 55 crores was provided for its activities under the Second: 
Five Year Plan, though it is doubtful if this amoujit will' be 
■fully utilised. ■ ■ ■ ' 

The business of the Corporation is nia^naged ■ by a Board 
of Directors, including both officials and non-officials, all of whom 
arc; nominated by the Central Government. The Government may 
also,' appoint one or more of the directors to the office of Manag-' 
;iiig. Director or Managing Directors, Manager or Managers. At. 
present, the Corporation is having only one Managing Director. 

Review of Activities 

The Corporation has, with the help of foreign technical teams» 
prepared project reports for a number of new industrial units. The 
projects have been chosen primarily with a view to developing 
new lines of production in fields where the country is exclusively 
or mainly dependent upon imports, and relate to (a) manufacture 
of industrial machinery in the field of heavy engineering and 
(b) some crucial industrial materials like raw film, aluminiuin, 
synthetic rubber and primary intermediates for the drug, dyestuff 
and plastic industries. 

The selected project may be executed by the Corporation or 
by a subsidiary company, or could also be executed in collabora- 
tion with private enterprise. Some of the projects for which the 
Corporation had undertaken preliminary project studies have now 
come to the stage of being converted into projects and have been 
handed over to other companies, which have been set up for this 
purpose. The projects undertaken include the setting up of heavy 
foundry forge with Czechoslovak collaboration, and the heavy 
machine building plant, the mining machinery plant and the 
optical glass plant to be set up with Russian collaboration. A 
firm of consultants has also been engaged for preparing project 
reports for heavy structural works and heavy plate and vessel 
works. As regards drugs and pharmaceutical industries, a second 
team of experts from the U.S.S.R. was invited to formulate pro- 
posals and they have submitted their report Necessary action on 
their recommendations has been initiated. As regards the schemes 
for the production of aluminium md synthetic rubber, the techni- 
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cal studies undertaken., by the Corporation have reached, a stage at .. 
.which fu.rt.her progress would depend, upon the provision' for 
necessary internal resources as well as the availability of . foreign ■ 
exchange, and in both these projects, interest is being shown, by 
the private sector. 

The Corporation has also been functioning as an agency of 
the Government for the grant of loans to any industry which the 
Government may desire to assist. Initially the scheme covered 
loans for the modernisation and rehabilitation of the jute and 
cotton textile industries, but later it was decided to include under 
this scheme loans to units manufacturing machine tools. The 
Corporation has set up three Advisory Committees in Calcutta, 
Bombay and New Delhi for the scrutiny of applications from jute 
mills, cotton textile mills and machine tool units, respectively. 
Upto June 30, 1958, the Corporation had received applications 
for loans from jute mills for Rs. 8.41 crores, of which Rs. 3.38 
crores were sanctioned. Applications for loans from cotton mills 
aggregated Rs. 27.43 crores, of which Rs. 3.05 crores were 
sanctioned. IJpto March 1959, a sum of Rs. 3.25 crores had been 
drawn by the Corporation from Government and loaned to 
various units. The loans given by the Corporation are repayable 
in not more than 15 equal annual instalments, the first such in- 
stalment being payable latest by 18 months from the date on 
which the loan was drawn. Interest will be charged at 7^ per 
cent per annum, but the Corporation may accept interest at 5 per 
cent, if instalments of principal and interest are paid by the due 
dates. With a view to speeding up the pace of modernisation of 
jute and cotton textile mills, the Corporation introduced in June 
1959 a new scheme of financial assistance, through short-term aid, 
for installation of new machinery and for replacing old and worn 
out machinery. Under this scheme, the Corporation will make 
the machinery available to the mill company as under; the 
mill company should deposit in advance 25 per cent of the 
cost of the machinery and furnish a guarantee, from their manag- 
ing agents or from two of their directors, for the due performance 
of the contract. Where such a guarantee is not provided, the 
advance deposit should be 40 , per ' cent of the cost of the 
machinery. Sums advanced by the Corporation are required to 
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be repaid in, 5, equal annual .instalments together w,ith iiite,rest at 
6 per cent per annum on balance, outstanding, the first instalment 
falling due one year from the date, of the advance made.' 

Mention may also- be made of the setting up in September 
1959 by the Corpo-ration of a Working Group to suggest meas'ures 
for an early and thorough modernisation of the cotton textile in- 
dustry in .India. The Working Group will examine the extent of 
finances necessary, the po-rtion of foreign exchange required, the 
amount forthcoming from the industry itself and how the balance 
of the needs may be met from public or private financing agencies. 
The question of inci:easi.ng the resources of public financing 
agencies like the NIDC will also be considered. 

(d) THE 1NDUST.RIAL CREDIT AND INVESTMENT 
CORPORATION OF INDIA 

The establishment of the Industrial Credit and Investmenl 
Corporation of India (ICICI), which came into being in Januar}^ 
1955 and which commenced business in March of that year, is a 
landmark in the field of special financial institutions in India. It 
differs from the other Corporations discussed so far in this chap- 
ter in a number of respects — ownership, management and lend- 
ing operations, which are characterised by flexibility. The out- 
standing contribution of this Corporation is the impetus it has 
given to underwriting of securities. Except for the nomination of 
a Government director on the Board, the Corporation is free 
from any sort of Government control, unlike the other Corpora- 
tions. On the other hand, foreign banking, industrial and insu- 
rance interests and the World Bank have contributed to its re- 
sources. The foreign banks etc. are represented on its Board of 
Directors, while the World Bank seems to exercise some influence 
on its working. Recently a World Bank expert on finance and 
development corporations spent an year at the ICICI to help it 
to improve its working. 

The origin of the Corporation is stated to be as . under. 
‘Towards the end of 1953, discussions took place between re- 
'presentatives of the Government of India, the Foreign Operations 
Administration of the U.S. Government and the International 
Bank for Reconstruction and Development about the possibility 
'' of ‘ establishing in India a privately owned investment corporation 
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fm the purpose of encouraging the growth of private industry: 
.After negotiations extending throughout 1954 in which a Steering 
Committee consisting of -five prominent Indian business men (who 
subsequently became Directors of ICICI) acted in consultation 
with the International Bank for Reconstruction and Development 
the Comoionwealth Development Finance Co. Ltd. and others, 
the ICICI came into being on the 5th January, 1955.”^^ Earlier, 
the Industrial Finance Corporation of India was negotiating .for 
a loan froni the World Bank, but in the meanwhile the Corpora- 
tioifs affairs came to be enquired into by the Sue beta Kripalani 
Committee and presumably on this account the application was 
withdrawn. At the same time, arrangements were set afoot to 
start a new institution, which would among other things seek 
World Bank assistance. 

Objects 

The Corporation is a public limited company registered un- 
der the Indian Companies Act. Its object is to assist industrial 
development in the private sector. Its operations are designed to 
be flexible; in general the Corporation will (i) assist in the crea- 
tion, expansion and modernisation of private enterprises, (ii) en- 
courage and promote participation of private capital both in- 
ternal and external in such enterprises, and (iii) encourage and 
promote private ownership of industrial investment and the 
expansion of investment markets. The principal types of financial 
assistance w’^hich the Corporation provides are: 

(i) Secured loans repayable over periods up to 15 years. Such 
loans may be secured on debentures in cases where a public 
Issue is practicable; in these cases financial assistance will 
normally take the form of underwriting. 

(ii) Subscription to ordinary or preference capital and under- 
writing of a public issue or of an offer to existing share- 
holders. 

(iii) Guarantees of rupee payments, required, for instance, in 
the case of deferred payments for capital equipment. 

(iv) Loans in foreign currency towards the cost of imported 
capital equipment. 

The ICICI: What it is how it works. 
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Besides, the Corporation might furnish managerial, technical and 
administrative advice and assist in obtaining managerial, techni» 
cal and administrative services to Indian industry. 

Ordinarily, the Corporation will not assist small industries 
and proprietory and partnership concerns. Although there 
are no hard and fast limitations, generally the mini- 
mum amount of assistance which the Corporation will pro- 
vide is Rs. 5 lakhs. On the other hand, in cases where the amount 
required by an applicant is larger than it feels able to provide, 
the Corporation may try to interest other parties or organisations 
in order to advise how the total requirements may be covered. 
Further, the Corporation lends assistance primarily for purposes 
of fixed capital, but in suitable cases it also considers applica- 
tions relating to ‘additional permanent working capitaF. 

Resources 

The authorised capital of the Corporation is Rs. 25 crores, 
divided into 5 lakh ordinary shares of Rs. 100 each and 20 lakhs 
unclassified shares of Rs. 100 each.* The issued capital at pre- 
sent is Rs. 5 crores, comprising 5 lakhs ordinary shares of Rs. 100 
each issued at par. Of this amount, Rs. 2 crores were taken up 
by several Indian banks and insurance companies and certain of 
the directors of the Corporation and their friends and associates, 
Rs. 1 crore by British Eastern Exchange banks and certain U.K. 
and other Commonwealth insurance companies and other Bri- 
tish companies, including the Commonwealth Development 
Finance Company, and Rs. 50 lakhs by certain nationals and cor- 
porations of the U.S.A. The remaining Rs. 1.5 crores were 
offered for public subscription in India in February 1955 and 
this issue was over-subscribed. Thus, the total capital taken up 
in India amounts to Rs. 3.5 crores. The Corporation now has 
about 1800 shareholders. 

The Government of India has advanced to the Corporation 
a sum of Rs, 7.5 crores, free of interest, repayable in 15 equal 
annual instalments after the expiry of 15 years from the date of 
the advance. A further loan of Rs. 10 crores (at per cent in- 

* The shares of the Corporation are approved investment for the pur^ 
pose of Section 27 A of the Insurance Act, 1938. 
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terest) was recently announced out of the P.L. 480 coimterpart 
funds; it is repayable over 10 years, beginning in the eleventh 
year. The World Bank has also made available to the Corporation 
an initial line of credit in foreign currencies equivalent to $ 10 mil- 
lion, for the purchase of imported material, equipment and ser- 
vices; the interest is 4f per cent. With increased de- 
mands on the Corporation’s assistance, the Corporation 
obtained in July 1959, a further line of credit of $10 
million from the World Bank. Thus, at present, the resources 
of the Corporation total Rs. 32 crores. The Corporation is em- 
powered to borrow from other sources too, provided the amount 
borrowed and guaranteed by it does not exceed three times the 
aggregate of its unimpaired capital, its surplus and reserves and 
the outstanding first loan from the Government of India. 

Management 

The Corporation is managed by a Board of Directors, elected 
in the usual way, comprising not less than 5 and not more than 
15 Directors, excluding the Government Director and debenture 
director, if any. The Government of India has a right to appoint 
a Director, so long as any part of its advance to the Corporation 
is outstanding. Since December 1958, the Chairman has been as- 
signed executive powers, with a regular remuneration. There has 
throughout been a salaried General Manager. It is learnt that 
there is no Executive Committee; nor has the Chairman power to 
sanction loans etc. upto a prescribed limit. 

Activities 

The activities of the Corporation have shown a more or less 
steady expansion over the last five years or so. By the end of Octo- 
ber 1959, the Corporation had agreed to provide financial assis- 
tance amounting to Rs. 20.8 crores to 59 companies (excluding 11 
applications for Rs. 2 crores sanctioned since the beginning of 
1957, which were subsequently withdrawn, reduced or not pro- 
ceeded with by the applicant companies), as compared to Rs. 13.4 
crores at the end of 1958, Rs. 11.6 crores by the end of 1957 
and Rs. 6.0 crores by the end of 1956. Of the total sanctions, 
as of October 31, 1959, Rs. 10.2 crores were in the form of 
loans, Rs. 8.6 crores in the form of underwriting of ordinary 
and preference shares and debentures, while direct subscriptions 
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to . .ordinary and preference shares amounted to only Rs. '2,0 
crores-.So far, .the largest amount of assistance, including under- 
writing, by the .Corporation to a single company lias. been Rs. |, 
crore. The, smallest aid given , by' the Corporation is Rs. 3.5 lakhs. 
Financial. assistance provided by the Corporation was thus more or 
.less . equally balanced as between loan assistance on the one hand 
and' .underwriting operations and investment in shares and de- 
.bentures on the other. Of the total loans of.Rs. 10.2 crores, 
rupee .loans ..accounted for Rs. 3.5 crores and loans ..in foreign' 
currencies for the balance of Rs. ,,6.7. crores. The slow rate of 
increase in rupee loan assistance relatively to- that in foreign cur- 
rencies has been attributed by the Chairman of the Corporation 
to the existence, in the country of several institutiooal agencies 
which specialise in the provision of rupee finance and the Cor- 
poration being the only institution in a position to disburse loans 
in foreign currencies. 

As against this slow rate of increase in rupee loans, under- 
writing operations by the Corporation registered a marked im- 
provement during 1958. The Corporation completed 6 opera- 
tions for Rs. 2.18 crores as compared to 5 operations for Rs. 93 
lakhs during 1957 and the Corporation was called upon to take 
up Rs. 45 lakhs i.e. 21 per cent of the amount underwritten, as 
compared to Rs. 58 lakhs or 62 per cent in the previous year. 

Since its inception in 1955 upto the end of 1958, the Cor- 
poration completed 15* underwriting operations for Rs. 4.88 
crores, of which it was called upon to take up Rs. 1.77 crores 
or 36 per cent, the balance having been subscribed by the public. 
The Corporation would no doubt have subsequently parted with 
some of its holdings, in view of the substantial rise in the prices 
of the securities underwritten. This shows that if carefully 
managed, underwriting, far from being a risky proposition, could 
be a source of profit, apart from rolling the funds over quickly. 
Apart from actual underwriting operations, the Corporation 
also attaches importance to the laying of sound foundation for 
future activities in this field, with a view to organising under- 
writing activities on a large scale. It is the Corporation’s en- 
deavour, therefore, to interest institutions and firms of good 

* Upto the end of October 1959, Corporation had completed 19 
underwriting operations, . 
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standiiig tO' join, it as underwriters or, siib-ufidervvriters. •■Tlirougli 
a poli.cy , .of gradually and' prudeiitiy selling its investments., men- 
tioned.., earlier. the Corporation, expects to help in the process of. 
broadening the investment market and co-operate in. the biiildiiig 
up, of a.n active stock market.' 

Opto ■ the .end. of 1958, the Corporation disbursed. Rs. 6.14 
.croreS'.'*' Commitments outstanding amounted to .Rs. 3.99 croresv 
while 14 applications for over Rs. 5 crores were under examj.iia- 
tioiu Total loans to industrial concerns outstanding at the end 
of 1958' amounted to Rs. 2.17 crores, of which Rs. 1.95 crores 
were iii'‘ Indian currency in respect of 7 companies, and Rs. '22 
lakhs' in foreign currencies in respect of 3 companies. 

The industries benefiting from the .Corporation’s assistance 
so far cover a wide range and include paper,, chemicals, phar- 
maceuticais, plastics, sugar, rubber, rayon, cement, electrical and ^ 
automotive engineering, and shipping. The Corporation had by 
the end of 1958 investments amounting to Rs. 2.16 crores or 
over 16 per cent of its total commitments in 7 enterprises of the 
automobile industry, engaged in the production of vehicles, com- 
ponents and accessories. A feature of the Corporation’s assist- 
ance has been the attention given to the growth of new enter- 
prises. Thus, out of the 44 companies to which the Corporation 
had sanctioned assistance till the end of 1958, 18 were new coov 
panies. 

It was stated in its earlier brochure that ICICI does not quote 
any standard terms for loans or other financial assistance, each 
case being considered on merits, but it is now learnt that the 
Corporation charges a uniform rate of 6|- per cent, on rupee loans 
and 7| per cent on foreign exchange loans plus a once and 
for all fee of | per cent. If loans are to be drawn in instalments, a 
commitment charge at a nominal rate of interest is made on the 
amount not drawn. The Corporation will not take any direct 
part in the management of a company which it finances, though 
in some cases it miay insist on the right to appoint a director 
to represent its interests. 

* By the end of October, the disbursements totalled Rs. 8.8 crores, 
Rs. 4.6 crores in the form of loans and Rs. 4.2 crores in the form of shares 
and securities. 
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A problem in regard to some of the investments of the Cor- 
poration and in particular those in new projects relates to the 
market value of these being lower than the book cost. To meet 
any depreciation that may eventually materialise in this regard and 
any other capital need, the Corporation set up, in 1957, a 
new reserve fund, ‘Capital Reserve Fund not Available for 
Dividend’, to which were credited proceeds of profits realised on 
the sale of investments, mainly Government securities, net of 
tax applicable on such capital gains. With a view to building 
up adequate reserves to meet possible capital losses in its opera- 
tions and at the same time ensure reasonable dividends to share- 
holders the Corporation has, according to its Chairman, repre- 
sented to Government for tax concession, on the ground that the 
Corporation does not enjoy the benefits available to industrial 
enterprises in the way of development rebate, additional depre- 
ciation allowance and the like. 

The total income of the Corporation rose from Rs. 43 lakhs 
in 1956 to Rs. 54 lakhs in 1957 and further to Rs. 57 lakhs in 
1958. While interest on securities and bank deposits declined 
from Rs. 44 lakhs in 1957 to Rs. 37 lakhs in 1958, interest and 
dividends (industrial assistance) more than doubled from Rs. 8 
lakhs to Rs. 18 lakhs. After meeting establishment and other ex- 
penses (Rs. 6 lakhs) and income-tax (Rs. 26 lakhs), the net profit 
of the Corporation for 1958 was higher by Rs. 2 lakhs at Rs. 25 
lakhs. Tlie Corporation has paid dividend at the rate of per 
cent in 1956 and 4 per cent in 1957 and 1958, free of tax; no 
dividend was paid in the first year of operations, namely, 1955. 
Unlike in the case of other finance corporations, there is no 
provision for a minimum dividend; nor is there a ceiling to 
dividend. 

The total assets of the Corporation at the end of 1958 
amounted to Rs. 13.65 crores, of which cash and bank balances 
accounted for Rs. 6.06 crores, investments Rs. 4.99 crores and 
loans and advances Rs. 2.17 crores (Table, 45). 

The Corporation’s working would appear to be on the whole 
satisfactory. Its outstanding contribution has been, as already 
mentioned, to stimulate underwriting. The Corporation, on ac- 
count of its association with the World Bank and foreign com- 
mercial banks and investment banks, is exposed to the fresh 
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breeze of 'new ideas and techniques. This also enables the Cor- 
poration ■ to ■ get more funds from ^ abroad-, especially from the 
World Bank.' This may be contrasted with the difficulties of the 
'Industrial Finance Corporation in getting assistance from the 
Bank, to which reference was made in the Chairman’s speech at 
the last general meeting of the Corporation. 

" The spheres of operations of the ICICI and the Industrial 
Finance Corporation overlap to- some extent and the question will 
naturally occur if at the all-India level there is need for two Cor- 
porations. This is an aspect of the general question of co-ordi- 
nation of the activities of the various special financial institu- 
tions, which will be discussed later in the chapter. 

. (e) REFINANCE CORPORATION FOR INDUSTRY 

The latest addition to the institutional machinery for the 
provision of finance for industry is the Refinance Corporation 
for Industry, which was established in June 1958. The immediate 
object of the establishment of this Corporation was the channelling 
of funds amounting to Rs. 26 crores from the counterpart funds, 
arising from the import of foodgrains etc. from the United States 
of America in terms of an Agricultural Commodities Agreement 
under Public Law 480. One of the terms of the agreement was 
to the effect that a sum of $55 million (about Rs. 26 crores) 
should be reserved for relending to private enterprises through 
established banking facilities. After considering various alter- 
natives it was decided, in consultation with the U.S. Government, 
to set up a new . institution for the purpose. However, as ex- 
plained by the Chairman of the Corporation, for many years, 
especially after the submission of the Report of the Committee 
on Finance for the Private Sector, the question of expanding the 
role of the banking system in the financing of industry and of 
providing banks with suitable assistance, for this purpose has 
been under consideration of the authorities. The offer of assist- 
ance from the counterpart funds, therefore, proved a suitable 
occasion for the reorientation of the role of the banking system 
in the direction of provision of term finance. The Corporation 
will provide assistance to nwdium^sized industrial units in the 
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private sector by providing refinancing facilities to its member 
banks against medium-term loans granted by them to concerns 
under this category. 

Constitution and Capital Structure 

The Corporation has been registered as a private limited 
Company under the Companies Act, 1956. The authorised capi- 
tal of the Corporation is Rs. 25 crores consisting of 2,500 shares 
of Rs. 1,00,000 each. The Board of Directors of the Corporation 
have issued shares of the face value of Rs. 12.50 crores on 
which 10 per cent has been paid on application and a further 
10 per cent on allotment. The Corporation has thus an initial 
paid-up capital of Rs. 2.50 crores. The present shareholders of 
the Corporation are the Reserv'e Bank of India (40), the Life 
Insurance Corporation (20), the State Bank of India ’(18) and 
14 other scheduled banks, Indian as well as foreign (22), the 
figures in brackets representing the percentage of the share capi- 
tal held by each. 

The Government of India will make available to the Cor- 
poration the amounts (upto a sum of Rs. 26 crores) required 
by it from time to time in the form of interest-bearing loans 
and arrange to obtain reimbursement in due course from the 
counterpart funds. The total funds presently available to the 
Corporation including its issued capital are Rs. 38.5 crores. 
In the first year, the Corporation borrowed Rs. 5 crores from 
Government. Under the agreement, the rate of interest payable 
by the Corporation on the amounts borrowed from Government 
will be determined every year by the Government of India in con- 
sultation with the Governor of the Reserve Bank of India in 
his capacity as Chairman of the Corporation. In the first year 
the Government fixed 1 per cent as the rate at which the Cor- 
poration should pay interest on the sum of Rs. 5 crores. 

The management of the Corporation vests in a Board of 
seven Directors with the Governor of the Reserve Bank as 
Chairman. Three Directors represent the interests of the parti- 
cipating banks (other than the State Bank), while one of the 
Deputy Governors of the Reserve Bank, the Chairman of the 
State Bank of India and the Chairman, Life Insurance Corpora- 
tion constitute the remaining Directors. 
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Nature of Refinance Facilities 

Each of the 15 participating scheduled banks has been allo- 
cated a quota from the total funds of Rs. 38.5 crores within 
which the bank may offer certain types of loans to the Corpora- 
lion for refinance. These quotas vary from Rs. 1.25 crores to 
Rs. 3 crores depending upon the size of the bank’s deposits in 
India (except in the case of the State Bank of India which has 
been allotted a quota of Rs. 5 crores) and will be subject to 
review periodically. 

Loans to be eligible for refinance by the Corporation must 
be for periods between 3 and 7 years and the amount of the loan 
to any one party under the scheme should not exceed Rs. 50 
lakhs. Loans must be to a medium-sized industry, i.e. a con- 
cern whose paid-up capital and reserves (other than reserves 
for the payment of taxes and normal depreciation reserves) are 
not less than Rs. 5 lakhs and do not exceed Rs. 2^ crores. The 
loans given by banks must be for the purpose of increased pro- 
duction in the private sector, primarily in industries included in 
the Second Five Year Plan and such other Plans as may suc- 
ceed it. 

Under the procedure, as finalised by the Corporation, each 
member bank has to enter into a principal agreement with it in 
which the general terms for the provision of refinancing facilities 
within the overall borrowing limit (quota) allocated to the bank 
are set out. In addition to this, a supplementary agreement has 
to be signed each time a loan is availed of by a member bank 
from the Corporation. As part of the procedure, member banks 
have been advised that loans granted to industrial units prior to 
the 5th June, 1958 (on wliich date the Corporation was register- 
ed) would not be eligible for refinancing facilities and also that 
the Corporation would not refinance a loan unless it is submit- 
ted to it before the expiry of 12 months from the date on which 
the loan was granted by the concerned bank. The period of 12 
months would be reckoned as from the date of disbursement of 
the loan or, in the case of a loan disbursed in instalments, from 
the date of disbursement of the instalment in respect of which 
refinancing is required. 
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The Corporation charges interest at 5 per cent per annum on 
its loans to member banks. The rate of interest charged by 
member banks to industrial concerns should be at least per 
cent per annum above the rate charged by the Corporation; but 
it should not be more than the rate usually charged by local 
financial agencies, such as the Industrial Finance Corporation^ 
Industrial Credit and Investment Corporation of India and State 
Financial Corporations (the last for loans up to Rs. 10 lakhs). 
Thus the rate of interest payable by borrowing industrial units 
is usually 6^ per cent. 

Operations 

Upto June 30, 1959, the Corporation had received 14 appli- 
cations for refinance from 5 member banks for a total sum of 
Rs. 315 lakhs, the industries concerned being ferro-manganese, 
cotton textiles, cement, pharmaceuticals, pharmaceutical chemi- 
cals, acids and fertilisers, automobile ancillaries, electrical manu- 
facturing and engineering. Of these, 13 applications for an 
amount aggregating Rs. 304 lakhs, representing 98 per cent of 
the amount applied for (viz. Rs. 309 lakhs) were sanctioned. 
The remaining application for a sum of Rs. 6 lakhs was under 
consideration. Out of the sanctioned amount, a sum of Rs. 50' 
lakhs was disbursed to 2 member banks in respect of appUca- 
tions from the ferro-manganese industry. 

These figures may appear to be somewhat disappointing, 
but two considerations have to be borne in mind. One is that 
in the beginning essential preliminaries took some time so that 
effective loan operations did not commence forthwith; the mem- 
ber banks themselves take some time to get used to this new type 
of business. Secondly, during this period of a little over a year 
the money market was on the whole easy and the capital- 
market was very active, with the result that resort to the 
Corporation on ai^y significant scale was not necessary. 

The loan of Rs. 5 crores from Government at the nominal 
rate of 1 per cent and the provision of administrative facilities 
by the Reserve Bank enabled the Corporation to declare a divi- 
dend of 4 per cent tax-free for the period ended December 31^ 
1958. 
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In Ms speech at the first annual general meeting, the Chair- 
man stated that discussions had been initiated between the Cor- , 
poration and the ICICI for a closer working relationship so that 
the resources available between the two institutions may be more 
efiectively utilised for the benefit of the country’s economy. Dis- 
cussions had also been initiated with the International Finance 
Corporation and* the Commonwealth Development Finance Coni- 
pany with a view to negotiating, in particular cases, for provi- 
:sion of the necessary foreign exchange for schemes for which 
the rupee finance, in part or wholly, would be provided by the 
Refinance Corporation. 

(f)' NATIONAL SMALL INDUSTRIES CORPORATION 

The establishment of the National Small Industries Corpo- 
ration is yet another important step taken by Government to 
assist the growth of small-scale industry.*^ 

Although small-scale industries fall within the purview of 
State Governments, the Central Government has been playing an 
important role in their development. In this connection, an in- 
ternational team of experts was invited by the Government of 
India in 1953 to study the problems of small-scale industries 
and recommend a development programme. Apart from the 
provision of technical know-how and knowledge of business 
methods and financial assistance in the form of credit facilities, 
one of the specific recommendations of the team was to give 
certain services to small-scale units such as (1) assistance in 
securing Government contracts, (2) marketing facilities and re- 
search and (3) supply of machine tools on easy instalment basis. 
In pursuance of this recommendation, the Government of India 
set up in February 1955 the National Small Industries Corpora- 
tion as a private limited company, wholly owned by the Govern- 
ment of India, with an authorised capital of Rs. 10 lakhs, of 
which Rs. 2 lakhs were paid-up during 1955-56 and Rs. 8 lakhs 

* Broadly speaking, a small-scale unit was till recently defined as one 
employing Jess than 50 persons working with power or less than 100 per- 
sons working without power and having capital assets not exceeding Rs, 5 
lakhs. In October 1959 it was stated by the Union Minister for Industry 
that the restriction I'egarding the number of employees was being given up. 
But the figure of Rs. 5 lakhs would include the expenditure on land, ma- 
chinery and erection charges. 
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early ill 1956-57. The authorised capital was raised, to Rs. 50 lakhs 
in January 1957. by creating 40,000 additional shares of Rs. 100 
each, the paid-up capital being raised to Rs. 20 lakhs. The paid- 
up capital was further increased to .Rs. 40 lakhs in 1957-58. It 
was stated in October 1959 that the authorised' capital would be 
further raised to Rs. 2 crores. 

Functions 

It should, be stated at the outset that the Corporation is not 
primarily a financing institution, though it does provide capital 
in kind in required cases. Initially, the objective set before the 
Corporation was to assist small industries in securing orders 
from Government. Subsequently, other functions were also as- 
signed to the Corporation and these included (1) development of 
small industrial units as ancillaries to large ones, (2) marketing 
assistance through mobile vans, research on marketability of 
consumer goods, marketing news service and opening of whole- 
sale depots for marketing of stores, (3) supply of machinery 
under hire purchase scheme and supply of domestic sewing 
machines also under the same scheme to women, (4) construction 
and management of two Industrial Estates, one at Oklila and the 
other at Naini near Allahabad and (5) setting up and running of 
two prototype production-cum-training centres, one at Delhi and 
the other at Rajkot. The Corporation is also empowered to 
underwrite and guarantee loans from banks and similar institu- 
tions to small-scale units. 

Organisational set-up 

The Corporation is managed by a Board of Directors con- 
sisting of officials nominated by the Government of India. With 
a view to making its services available to small-scale industries 
spread all over the country, the Corporation set up in 1956-57 
three regional offices, one each at Bombay, Calcutta and Madras. 
Subsequently, with a view to co-ordinating the activities of other 
organisations set up for development of small-scale industries. 
Government decided that autonomous Corporations on a re- 
gional basis should be set up and the Board of Directors of 
These Corporations should consist of representatives of different 
organisations set up by Government, Accordingly, the Corpora- 
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tion set up four subsidiary corporations at Bombay, Calcutta, 
Delhi and Madras in February-March 1957 and the regional 
offices were merged with these subsidiary corporations* 

The Board of Directors of each of the subsidiary corpora- 
tions was constituted with the Joint Development Commissioner, 
Small Scale Industries of the respective regions. Regional Direc* 
tors of the Small Industries Service Institutes and the Managing 
Director of the Corporation. The subsidiary corporations have 
an authorised capital of Rs. 10 lakhs each of which Rs. 2| lakhs 
have been paid-up. 

Operations 

The activities of the Corporation are financed by Govern- 
ment in the form of loans and grants. Among the more impor- 
tant activities, mention may be made of the scheme for supply 
of machineiy to small-scale industries on an easy instalment 
payment system. Under the scheme, the applicants are required 
to pay only 20 per cent* of the value of the machines as earnest 
money for general purpose machines and 33-1/3 per cent for 
special purpose machines. The balance of the cost of the ma- 
chines is payable in half-yearly instalments spread over a period 
not exceeding eight years. In case of machines valued at Rs, 
2,000 or below, the amount of earnest money is reduced to 
half of the above limits. The interest rate charged is 4-|- per 
cent in respect of machines valued upto Rs. 15,000 and 6 per 
cent for machines costing over Rs. 15,000. These rates are fixed 
lower at 3^ per cent and 5 per cent, respectively, in case of in- 
dustrial co-operatives. Since the inception of the scheme in 
1956 upto March 1959, the total number of applications accept- 
ed by the Corporation numbered 1510 in respect of 5,439 ma- 
chines valued at Rs. 4.67 crores. Of these, orders were placed 
for 3,596 machines valued at Rs. 3.24 crores, while 2,234 ma- 
chines valued at Rs. 1.84 crores were delivered. 

As regards other activities, an arrangement has been made 
with the Directorate General of Supplies and Disposals under 
which it has agreed to accept tenders from small-scale units not 

* Only 5% in case of new units to be established for educated un- 
'employed as well as ventures of technological advance and inventive cha- 
racter. 
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registered with it as approved suppliers and to waive security de- 
posit from them, provided their competency to execute a con- 
tract was certified by the Corporation. During 1958-59, tenders 
valued at Rs. 1.72 crores were secured by the small units from 
the D.G.S.&D. and his regional offices. 

In order to help small units to market their products 
wholesale depots for different products have been established at 
Agra, Aligarh, Calcutta, Bombay and some other centres. 

The construction of factory buildings at the industrial 
estates Okhla and Naini have been completed and the thirty-five 
factories at Okhla constructed in the estate have been allotted 
to small-scale units engaged in the manufacture of certain essen- 
tial commodities. The factory buildings at Naini have also been 
allotted to small-scale units. The Corporation has also set up 
a raw material depot for supplying standardised and controlled 
raw materials to small-scale units at standard prices. 

A programme for establishing a number of prototype pro- 
duction and training centres has been drawn up and the Cor- 
poration has been entrusted with the responsibility for establish- 
ing such centres at Okhla and Rajkot. 

Mention has already been made (in chapter 5) of an agree- 
ment with the State Bank of India under which small-scale in- 
dustrial units securing Government and other orders through 
the agencies of the Corporation could obtain an advance for the 
full value of raw materials pledged to the Bank, the Corporation 
guaranteeing the additional finance that the Bank would grant 
beyond its usual limits against the security of raw material 
offered. The scheme came into force in January 1959. For 
each individual limit, the guarantee is limited to Rs. 25,000 
while the overall limit of the guarantee is fixed at Rs. 30 lakhs. 

(g) CONCLUDING OBSERVATIONS 

India has now an adequate network of special institutions 
for providing medium and long-term finance to industry in the 
private sector. It may be stated that the period of gestation or 
teething troubles for these Corporations is over. Rather, the pro- 
blem is now one of co-ordination of their activities, both to avoid 
overlapping of operations and to pursue jcant ventures. espe«- 
C.M.-13 
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dally ia the field of underwriting. Reference has already been 
made to the understanding between the IFC and the SFC re- 
garding the respective size of loan applications which each 
should entertain. 

At the all-India level, barring the NIDC, which is not pri- 
marily a financing agency, there are three institutions, namely, the 
IFC, ICICI and the RCI, of which the last deals only with 
banks directly. The co-ordination between these could take 
the form of (i) pursuit of common policies and procedures in the 
grant of assistance, (ii) prevention of over-borrowing by any one 
borrower by resorting to more than one of these institutions and 
(iii) collaboration in underwriting and loan operations. Different 
set-ups and constitutional provisions militate against any substan- 
tial measure of uniformity in their working; nor is such uniformity 
desirable, since one of the objects in setting up several institutions 
is to achieve a certain measure of diversity of outlook and opera- 
tions. 

The principle (ii) above is very important. Care should be 
taken to see that the same borrower does not obtain very large 
assistance in the aggregate from these agencies. Apart from the 
risk element, such assistance would militate against the funda- 
mental objective of these corporations (perhaps with the excep- 
tion of the ICICI), which is to provide assistance where 
borrowers find it difficult to raise funds in the usual way. So 
no borrower should be permitted to obtain a lot of assistance 
from the different institutions. Perhaps so far this has not happen- 
ed to any large extent; probably the Government director 
would himself keep an eye on this aspect of the matter. All the 
same, this has to be kept in mind continuously, especially since 
the tempo of investment activity in the private sector is likely to 
go up, as part of a ‘bolder’ Third Plan, and requests for assistance 
would be numerous. The assistance sought from these institutions 
should not be large as compared to the resources raised by the 
promoters themselves. 

Collaboration among the Finance Corporations as well as 
between them and other bodies like the Life Insurance Corpora- 
tion and commercial banks, in the field of underwriting, will be 
very helpful. As already mentioned, the ICICI has given much 
impetus to underwriting operations and the IFC has at last ven- 
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tured into this legitimate sphere of activity. The IFC may also 
engage in direct investment in shares as well as seek the right of 
converting the loans into equity capital, which may later be sold 
at a profit, to which the Corporation should legitimately look for- 
ward to. These should impart flexibility to its operations, which 
is also to the good; these modes of assistance should assist the 
Corporation in achieving a quicker turnover of its funds than at 
present. The State Financial Corporations would naturally find 
it difficult to enter these fields, but they should make a modest 
beginning, especially where the quantum of assistance is not too 
small. Consideration should also be given to collaboration between 
the SFC and ICICI, the latter providing foreign exchange part 
of a loan. 

There is already a considerable measure of co-ordination 
and collaboration between the SFC and other agencies providing 
credit to small-scale industry. 

The various Corporations have not so far done much of 
a job of mobilising resources from the public, other than insti- 
tutional investors; nor does it appear that there is much scope 
for this. For one thing, the maximum rates of dividends that 
have been fixed for these Corporations (other than ICICI) are 
by no means attractive to non-institutional investors, notwith- 
standing the fact that they carry minimum guaranteed dividends. 
In many cases, the guaranteed dividend is rather low judged by the 
prevailing pattern of yields. If these are revised and if the maxi- 
mum is also raised somewhat, there is scope for these Corporations 
to raise additional equity capital from the public. There is also 
a case for larger contributions to the resources of these Corpora- 
tions by the LIC, and this should be forthcoming when these 
■ institutions have used up their present resources. 

It is of the utmost importance that the major portion of 
assistance of the institutions should be given to new units and 
new industries, which are the ones to experience difficulty in 
raising capital. 

These institutions have been so far intended to provide only 
the marginal requirements of the private sector for term capital. 
In the three years 1956-59 these Corporations together loaned or 
provided net assistance of the order of Rs. 32 crores, which. 
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thoiigh in absolute terms not an insignificant sum, forms only about 
5 per cent pf the estimated gross fixed investment by the organised 
sector^ W the share of the assistance provided by the 
Corporations will grow in the coming years is hard to say; 
Much depends upon the taxation policies of Government, The 
magnitude of private sector investment in the Third Plan is like* 
ly to be significantly larger than in the Second Plan and if Gov-* 
ernment takes away a lot more from the private sector in the 
form of taxation and contractual saving, the private sector would 
be compelled to seek larger assistance from the Finance Corpora* 
tions, which means that a part of the resources raised by Govern- 
ment would have to be put back at the disposal of the private 
sector. Despite occasional evidence to the contrary, there is no 
reason to fear that Government will take a narrow view of its 
own requirements rather than a national view of the resources 
position. Government’s approach is likely to continue to be prag- 
matic. 

There cannot be any finality about the institutional arrange- 
ments for the provision of finance for industry. These require 
continuous adaptation to the varying economic circumstances, 
such as the magnitude of the investment effort, the shifts in the 
relative -share of public and private sectors, the progress of 
voluntary saving, growth of direct investment as opposed to insti- 
tutional investment and changes in taxation. However, it would 
appear that for some years to come there is no need to set up 
any new financing institution so far as the industrial sector is 
concerned. Balanced growth of the existing institutions is the 
thing that needs to be attended to.* 


Two very good reference books on the subject of finance and 
development corporations are; (1) Development Banks by William Dia- 
mond and (2) Problems and Practices of Development Banks, by Shirley 
Bosky, both published by Johns Hopkins Press, for the World Bank. 


Chapter 7 

GOVERNMENT FINANCE FOR INDUSTRY" 

]0eneral 

In India, the provision of finance for industry by Govern- 
ment has been steadily rising in recent years, though in the very 
nature of things such financing can only be, by and large, mar- 
ginal. However, in some special cases, for instance, shipping. 
Government assistance is substantial. It is necessary to empha- 
sise that Government financial assistance to industry is not pecu- 
liar to India; it is prevalent in most free enterprise economies. 
Generally speaking, the assistance is given to industries which 
are relatively new and which require tremendous capital invest- 
ment and which in many cases are also of considerable impor- 
tance for national defence. The aircraft industry and air ser- 
vices come in this category; so also shipping. Industries that 
are victims of prolonged depression, which may in some cases 
be due to severe competition from abroad, may also receive 
■Special financial aid, especially for the purpose of rationalisation. 
Besides, it is customary to give special financial assistance to 
rsmall-scale industries, which, everywhere have .difficulties in 
raising capital. 

* . These are also the principal considerations in respect of 
provision of Government finance for industry in India. In 
underdeveloped countries, such financing is of considerable neces- 
sity, at least in the early stages of industrialisation. Generally 
speaking, investors have a marked preference for Government 
securities. Also, with a view to safeguarding public funds in 
fiduciary institutions such as insurance companies, statutory re- 
quirements are in force, as already described for India in Chapter 
2, requiring investment of funds largely in Government and 
quasi-Government securities. Further, on account of the small 
per capita incomes, mobilisation of saving becomes diffi- 
cult in a voluntary way and so taxation has to be resorted to 
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as a method of mobilisation of saving. The proceeds might go 
to provide the finance for Government investment or might be 
employed for providing funds for investment in the private sec- 
tor. In India, since Government itself has undertaken a subs- 
tantial measure of investment activity, the provision of financial 
assistance to private sector can only be of small dimensions. 
This is not to say, however, that Government could afford to 
be indifferent to the financial requirements of the private sector. 
In both a full-fledged planned economy and a ‘mixed’ economy. 
Government has a responsibility to see that taxation and Gov- 
ernment borrowing policies are such as to leave reasonable 
volume of resources for the private sector investment, which itself 
would be broadly regulated by Government. Although the mag- 
nitude of Government financing, both direct and indirect, through 
the various special financial institutions, has been rising in re- 
cent years only, provision for Government assistance has been 
in vogue for a few decades, in terms of what are known as 
State Aid to Industries Acts/ Rules, which have been in force 
in many of the Indian States. 

In general, the State Aid to Industries Acts/ Rules pro- 
vide for assistance to new or nascent industries, for industries 
to be newly established in an area where such industries are 
undeveloped, or cottage industries including those which need 
revival or development. The assistance to be given by the 
State Government may take the form of loans, guarantee cff 
loans raised from banks, grant of raw material and land at 
favourable rates, supply of machinery, guarantee of minimum 
return on shares and debentures, etc. The period of loans gene- 
rally varies from 10 to 20 years. 

Till recently, the amount of assistance given in terms of 
the above Acts /Rules was very small, though in the former 
princely States of Hyderabad and Mysore, the State Govern- 
ment’s assistance to industry was rather significant. Thus, at the 
end of March 1950, the amount of loans outstanding in 8 of the 
States was only Rs. 3.82 crores. Since 1951 such assistance has 
been growing with the inauguration of the Five Year Plans, 
though comprehensive data are not available. A part of the 
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assistance has taken the form of contribution to the capital of 
the various special Financial Corporations, described in the pre- 
vious chapter. 

Assistance to Small-sccde Industries 

Assistance to small-scale business units is a significant aspect 
of State aid to industry. In this financing, the Central Govern- 
ment has been playing an important role. The Central Govern- 
ment does not lend directly to small units but loans are given 
to State Governments, normally in the ratio of 2:1, i.e. twice 
the contribution made by the States themselves to assist the 
small-scale industries in their respective States. The State Gov- 
ernments have been endeavouring to channel a part of the assist- 
ance through the State Financial Corporations. 

In order to facilitate the development of small industries, in 
1955 the Central Government liberalised the terms on which 
financial aid would be given through the State Governments*. 
It also requested the State Governments to liberalise the terms 
and conditions under which financial assistance was given to 
small industries. Some of the important features of the libe- 
ralised scheme of financial assistance are as follows; 

(a) Loans will be given for working capital as well as for 
capital expenditure i.e. both for short-term and long-term re- 
quirements. While giving loans, preference would be given to 
■■promotional’ type of industries, older types of establishments 
like rice mills and oil mills being excluded. Handlooms/ power- 
looms are also excluded as separate funds have been provided 
for them through the Handloom Board. All other types of small 
industries — village industries and handicrafts included — are 
eligible for assistance provided no particular industrial unit has 
received assistance from the All-India Khadi and Village Indus- 
tries Board or the Handicrafts Board. The outside limit of loans 
to bona fide small artisans ■ against personal bond will be Rs. 
1,000 and against the surety of one or more persons Rs. 5,000. 
Furthermore, loans will be given against the security of lands, 

* The next few paragraphs are reproduced from a background paper 
prepared for the recent Hyderabad Seminar on the Financing of Small- 
scale industries. 
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bMdings, equipment, ^ and other assets, etc. (in- 

cluding those created out of the loan) to the extent of 75 p^r 
cent of their value. • 

Industrial co-operatives would get 75 per cent of the share 
capital as a two-year loan. Again, 75 per cent of the working 
capital and investment necessary for the purchase of land, build- 
ings and equipment for an industrial co-operative would be given 
by the Central Government as a loan. But in no case would 
a single party get a loan exceeding Rs. 1 lakh or an industrial 
co-operative more than Rs. 2 lakhs without the Central Govern- 
menf s prior concurrence. 

(b) Loans to State Governments are sanctioned on a 10 
year basis and the normal rate of interest is 4 per cent. The 
State Governments are, however, requested to charge a conces- 
sional rate of 3 per cent to individuals and 2^ per cent to in- 
dustrial co-operatives. The maximum ceilings for loans at con- 
cessional rates would be Rs. 50,000 in the case of individuals 
and Rs. 2 lakhs for industrial co-operatives. Amounts exceed- 
ing these limits would be charged at the market rate. The dif- 
ference between the normal rate charged by the Central Gov- 
ernment to the States (i.e. 4 per cent) and the concessional rates 
to be charged by the States would be made good as a subsidy 
by the Centre to the States. Though normally loans are dis- 
bursed by State Governments under the State Aid to Industries 
Acts /Rules, the services of other agencies could be uti- 
lised by them for that purpose. Where institutional and bank- 
ing agencies are utilised, an addition to the rate of interest will 
be necessary to cover their charges. The Central Government 
has stipulated that the addition should not exceed 2 per cent 
and that they are prepared to share this with the State Govem- 

(c) The Central Government is willing to share losses on 
loans on an agreed basis. Where the Central Government has 
to contribute more than 75 per cent it would bear only half of 
the losses. 

(d) The Central Government has also agreed to contribute 
50 per cent of the salaries ^d allowances (excluding travelling 
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allowance) of all additional staff employed byj the State Govern- 
ments for the purposes of dealing with small industries for three 
years in the first instance. : ■ 

(e) Powers to gknt loans should be substantially decehtra- 
lised. : ■■■; ■ ■ 

: In pursuance of the above scheme, most of the State Govern- 

ments have also liberalised the terms and conditions on which 
they would provide financial aid to small-scale industries and in- 
dustrial co-operative societies. Under the liberalised rules, loans 
upto Rs. 1,000 are being advanced on personal bonds, upto Rs. 
5,000 against one or more personal sureties and above Rs. 5,000 
against security, which may include land, buildings, machinery, 
equipment, stocks and other assets including those created out of 
the loans, upto 75 per cent of the value of the securities offered. 
The loans are repayable in easy instalments spread over a period 
of 10 years. Recommendations regarding rates of interest — 
2J per cent for loans upto Rs. 2 lakhs to industrial co-operative 
societies and 3 per cent for loans upto Rs. 50,000 to others — 
have been fully accepted by most of the States. Powers have 
been also delegated to District Industries Officers or other field 
oflScers of similar status to approve loans upto Rs. 2,000. In 
some States, loan sanctioning powers for various amoirnts are 
delegated to different oflacers. 

As already metioned, some of the State Governments have 
utilised the services of State Financial Corporations and urban 
co-operative banks for providing loan facilities to small-scale in- 
dustries. The State Governments of Andhra Pradesh, Bombay, 
Uttar Pradesh and Punjab have appointed State Financial Cor- 
porations as their agents while the Governments of Mysore and 
Madras have selected urban co-operative banks for the purpose; 

Progressively larger amounts are being advanced by the 
State Governments to augment the resources of small industries, 
During the three years 1956-59, 12,545. small-scale industrial 
units and 426 industrial co-operatives were given loans aggre- 
gating Rs. 7 crores. 

Medium and Large-Scale Industries 

- In terms of amount. State assistance to relatively large in- 
dustrial units has been much larger, especially by the Central 
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Government. In this chapter discussion will be confined only to 
the direct assistance made available to large-scale industries in 
the private sector. The assistance channelled through the statu- 
tory institutions has already been indicated. 

Information regarding the financial assistance by the Gov- 
ernments in the form of grants and loans as well as through 
equity participation are available in the budget papers. How- 
ever, not in all cases are the details of the terms of the loans 
etc. available. On the basis of the available information, total 
financial assistance to the large scale industries in the private 
sector during the four years 1956-57 to 1959-60 (that is, includ- 
ing the budget estimate for 1959-60), may be provisionally placed 
at Rs. 56 crores (Table 46). If the assistance made available for 
the purpose of housing is included, the magnitude of assistance 
will be about Rs. 100 crores. Though the direct supply of in- 
vestible funds by the Government may appear marginal in re- 
lation to the total requirements of funds, its overall favourable 
influence on the supply of capital is by no means insignificant. The 
details of the loans by the Central and State Governments are 
discussed below. 

Central Government Assistcmce 

The industries to which such assistance is being given re- 
late to the production of iron and steel, explosives for civilian 
purposes, certain types of dyestuff, etc. The Tata Iron and Steel 
Company was sanctioned a special repayable advance of 
Rs. 10 crores to be drawn in instalments. With the drawing of 
Rs. 81 lalchs in 1957-58, the Company has exhausted the full 
quota. In 1949-50, the Government sanctioned a loan of Rs, 5 
crores to the Indian Iron and Steel Company and the Steel Cot- 
poration of Bengal for completing the first phase of their ex- 
pansion. The two Companies were subsequently amalgamated 
with effect from January 1, 1953 and came to be known as the 
Indian Iron and Steel Co. Substantial expansion programme 
estimated to cost Rs. 35 crores has been undertaken by the 
Company. The Government has since advanced a further loan 
of Rs. 2.9 crores. Over and above this, a special repayable loan 
of Rs. 10.18 crores has also been sanctioned to the company 
for expansion purposes. 


TABLB 46 

ASSISTANCE TO PRIVATE INDUSTRIAL UNDERTAKINGS 
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The loans given to the two steel companies are from the 
Iron and Steel Equalisation Fund and (except the loan of Rs. 
7.9 crores to the Indian Iron and. Steel Co.) were interest-free upto 
June 30. .1958. Under the terms of the agreements with the 
companies, the Government was to decide, on the advice of the 
Tariff Commission, the rate of interest that should be charged 
from July 1, 1958 and the repayment schedule. The matter 
was accordingly referred to the Tariff Commission, which has 
fixed the rate at 5 per cent. 

Atul Products Ltd., Ahmedabad, which manufactures Azo 
and nappthol dyes, has also been sanctioned a loan of Rs. 3 
crores. The first instalment of Rs. 75 lakhs was paid to the 
Company on March 31, 1955; so far, the Company has drawn 
Rs. 1.36 crores. The Government has also made a loan of 
Rs. 5 lakhs to Machinery Manufacturers’ Corporation. 

The Government is holding' Rs. 2 crores of the 5 per cent pre- 
ference shares of the Tata Locomotive Company. There is. not 
much of participation in the share capital by the Central Gov- 
ernment. The Government has also bought 4^ per cent tax-free 
special cumulative preference shares of the Machinery Maniu- 
facturers’ Corporation, the subscribed amount being Rs.; 25 
lakhs. The Government is participating on a large scale in the 
' capital of the Assam Oil Company, a wholly owned subsidiary 
of the Burmah Oil Company, which was granted certain pros- 
pecting licences for petroleum in Assam, subject inter alia to 
the condition that it would associate Indian capital to form a 
Rupee Company for production of crude oil from these areas. 
Thus, under the agreement between the Government of India 
and Messrs. Burmah Oil Co. /Assam Oil Co., Government 'will 
subscribe to the equity capital in the joint venture entitled Oil 
India Private Ltd., to the extent of 33-1/3 per cent. The Com- 
pany will have an authorised capital of Rs. 50 crores and the 
first issue of the capital will be of Rs. 12 crores, one-third of which 
will be subscribed by the Government of India. The Gowm- 
ment, in addition, will meet one-third of the expenditure on laying 
the pipelines. The budget has made provision for Rs. 4 crores 
in 1958-59 (R.E.) and Rs. 2 crores in 1959-60 (B.E.) in this be- 
half. 



Government Finance for Industry 205 

The- Govemimit is also to eoatribate 25 per ;;Ceiit of the 
expenditure of Indo-Stanvac Petroleum Project — a joint ven- 
ture of the Government of India and the Standard Vacuum Oil 
Co. The contribution of the Government upto 1959-50 will be 
Rs. 2.41 crores in this behalf. 

Sometime back, for the manufacture of explosives, the Gov- 
eriiment ' entered into an ^ agreement with Imperial Chemical " 
Industries Ltd., for setting up a new Company to be called 
"Indian Explosives Ltd.”, with Government participation. Out 
of an authorised capital of Rs. 4 crores, the initial issue is for 
Rs. 2 crores, the Government’s subscription being 20 per cent 
(Rs. 40 lakhs) 

Of all categories, shipping companies have perhaps received 
the largest amount of direct loan assistance from the Central Gov- 
ernment Early in 1951, the Government devised a scheme for 
loan assistance to the shipping companies on reasonable terms, 
to enable them to acquire ships for coastal and overseas trade. 
During the First Plan, accordingly. Government sanctioned Rs. 
24 crores for this purpose. A sum of Rs. 37 crores (exclusive 
of a carry over of Rs. 8 crores from the First Five Year Plan) 
was provided in the Second Flan for the development of ship- 
ping in the public and private sectors, though it would appear 
that this igure may well be exceeded. Of this amount, Rs. 17 
crores have been earmarked for grant of loans to private ship- 
ping companies. Out of this, loans to the extent of Rs. 14.08 
crores have already been granted for ordering ships both for 
coastal and overseas trades. These loans are made at concessional 
rates of interest; till recently the rate was per cent for purchase 
of ships for overseas run and 4 per cent for purchase of ships for 
coastal traffic. It is leamt that recently the rate was made uniform 
at 3 per cent. The loan is given upto 85-90 per cent of the value 
of the ship. . 

. : It may be noted that the Merchant Shipping Act, 1958, pro- 
vides for the establishment of a Shipping Development Fund 
on a statutory basis to provide a permanent source of rupee 
finance mainly for giving loans to the Indian shipping companies. 
The Fund is to be built up from loans and grants from the 
Central Government. A provision of Rs. 4.8 crores as loan to 
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the private shipping companies and Rs. 5.0 crores as loan to the 
Shipping Development Fund was included in the budget estimates 
for 1959-60. 

Assistance by State Governments 

As already mentioned, the assistance to industries by State 
Oovernments is given direct from the State funds under the 
various State Aid to Industries Acts and the Rules framed by 
the Governments. Assistance to small scale industries has been 
discussed earlier. In this chapter, we are considering only the direct 
assistance given to medium and large-scale undertakings in the pri- 
vate sector. Under the existing programmes of the planned deve- 
lopment of the economy, the State Governments have compara- 
tively limited scope for making any large-scale financial assist- 
ance to the private industries. By and large, there seems to be 
a growing tendency to leave the field of major industrial pro- 
jects in the hands of the Central Government. From the in- 
formation available in the budget papers, total assistance in the 
form of direct loans and equity participation made available to 
the major private undertakings by the State Governments (ex- 
cluding Jammu and Kashmir) will be of the order of Rs. 8 
crores during the four years 1956-57 to 1959-60, direct loans 
Rs. 4 crores and equity participation another Rs. 4 crores. The 
-details of the terms of loan assistance are not available. 

We have so far discussed Government assistance to indus- 
try. There are other spheres too in which Government assists 
investment in the private sector. Apart from agriculture, which 
is discussed separately, urban housing is an important field 
where Government financial assistance is steadily growing, 
though it is still small as compared to private investment. In 
India, there are no institutions like the building societies of the 
U.K. to cater to the financial requirements of construction acti- 
vity, which is predominantly financed by non-institutional agen- 
cies. But in recent years provision of Government finance for 
housing activity is rising, and recently the Life Insurance Cor- 
poration started giving loans to the State Governments for hous- 
ing. State assistance is mainly in respect of houses for industrial 
workers and other low income groups. The assistance in the case 
>of housing for industrial workers takes the form of subsidies as 
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well as loans, whereas in respect of low income group housing, 
the assistance is mainly in the form of loans. The assistance is 
provided mainly by the Union Government and is mostly chan- 
nelled through the State Governments. Co-operative housing 
societies receive priority in the matter of such assistance. Dis- 
bursement of loan assistance for housing amounted to Rs. 43 
crores in the first four years of the Second Plan period. To the 
extent that housing finance is provided by Government, the 
pressure of demand for funds on the capital market diminishes. 

Government does not appear to have been satisfied with the 
progress of housing and is keen on expanding considerably con- 
struction of houses in the Third Five Year Plan. In this con- 
nection an important proposal that is being mooted is the esta- 
blishment of Housing Finance Corporations, broadly on the 
lines of the other special financial corporations. In some States 
there are semi-autonomous housing boards, which are also autho- 
rised to borrow, though information is not available if in fact any 
housing board raised money in this way. But, judging from the 
experience of the other finance corporations, it is doubtful if the 
proposed housing finance corporations can mobilise much money 
frond non-institutional investors. There is however no harm in 
establishing the Corporations, provided there is no tendency for 
any large-scale dependence on the Reserve Bank for funds. It has 
been suggested that these Corporations might also undertake 
guaranteeing or insuring the loans given for housing purposes by 
other agencies. 


Chapter 8 

STOCK EXCHANGES ; 

Functions of a Stock Market 

The stock market is a very important constituent of tlje 
capital market, as briefly explained in Chapter 2. While a well- 
developed stock market is of assistance primarily to private en- 
terprise, Government, semi-Govemment and local authorities 
also benefit, in that it assists them in raising loans. Trading iij 
securities takes place either under the auspices of an organised 
market, namely, the stock exchange or in the unorganised of 
the ‘over-the-counter’ market. The former (i.e. stock exchange) 
is also known as the ‘auction’ type of market, since the bids and 
offers are made in the stock exchange hall, where a large number 
of members or their representatives congregate for trading. The 
over-the-counter market is a. ‘negotiated’ market, either because 
the transactions are necessarily fewer in number as in the case 
of securities of small companies or because the average value 
of a transaction is very large, as in the case of Government secu- 
rities. Ordinarily, the securities of relatively large companies are 
dealt with on the stock exchange; these are known as ‘listed 
securities. Trading in Government and semi-Govemment secu- 
rities and securities of the numerous relatively small companies 
takes place in the over-the-counter market. Trading in the over- 
the-counter market too generally requires the services of stock- 
brokers; the prospective buyers and sellers rarely come together, 
and even if they do, there are advantages in putting the transac- 
tion through a broker. Under the present law relating to trading 
in securities, transactions in any security (other than Govern- 
ment and semi-Govemment secmities) which are not spot deli- 
very transactions have to be put through either members of re- 
cognised stock exchanges or licensed stockbrokers in places 
where stock exchanges do not exist (see Chapter 2). The licens- 
ing arrangements have not yet been put into effect. 
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So far as relatively large companies are coiiGerned, the secu- 
rities are generally listed on a stock exchange; if the security is 
not listed (which may be because the company is unwilling to 
comply with the listing requirements, which are intended to safe- 
guard the interests of investors) the stock exchange authorities 
ordinarily prohibit their members from entering into any trans- 
actions in that security. This would sooner or later force the 
concerned company to seek listing of the security. Also, the 
Government has the power to compel a company to have its 
securities listed on a stock exchange. Listing is good for the 
shareholders and it is also good for companies, since larger 
marketability renders it easier to issue new securities. In the 
case of very small companies, where shares are closely held in 
a relatively few hands, transactions are few and far between and 
listing on a stock exchange is not of much help. Besides, the 
transactions in these are mostly spot transactions, delivery and 
payment being completed almost immediately after the contract 
is made. Therefore, in regard to trading in securities of joint 
stock companies, the stock exchange is of principal interest. 

There are, unfortunately, several misconceptions in the minds 
of the general public (and occasionally the Government too) not 
only in India but even in some developed countries, regarding 
the role of the stock exchanges in a country’s economy. A stock 
exchange is compared to the race course where fortunes are 
made and lost. In view of the fluctuations, sometimes rather 
wide, which occur in stock prices, stock exchanges are also re- 
garded as gambling dens and frauds on the genuine investors. 
Some critics have gone to the extent of suggesting the total abo- 
lition of stock exchanges in the country. Such attitude towards 
the working of the stock exchanges is totally uninformed and al- 
together erroneous. The various committees that have been ap- 
pointed,, in India and abroad, to inquire into the working of 
stock exchanges and suggest methods of regulation, have all 
clearly recognised the indispensability of a stock exchange to the 
growth of an economy where the private sector predominates or 
constitutes a significant part of the economy. 

Stock exchanges are organised markets for securities just as 
the commodity exchanges are markets for commodities, and they 
are subject to the same basic influences of supply and demand. 
C.M.-14 
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In the case of an agricultural commodity like wheat or cotton, 
there are regular supplies every year, the bulk of the supplies be- 
ing extinguished through consumption. In the case of securities, 
there is hardly any decline in volume, except to the extent that 
companies are liquidated. At the same time, there are new issues 
of securities every year, so that the volume of outstanding secu- 
rities and the volume of transactions go on rising more or less 
continuously. The joint stock company form of organisation pro- 
vides for change of ownership of shares and debentures and so 
there is need for a market to facilitate purchases and sales. 
Perhaps, the stock exchanges could be regarded as the only per- 
fect type of organised market because the commodity dealt with 
on the stock exchanges has negligible carrying cost, is imperish- 
able and is absolutely standardised. 

The vscope and functions of a well-organised and efficient 
securities market were admirably summarised in a speech made 
in November 1955 in the Lok Sabha by the then Finance Minis- 
ter, Shri C. D, Deshmukh, while introducing the Securities Con- 
tracts (Regulation) Bill. He said “The economic services which a 
well-constituted and efficiently run securities market can render 
to a country with a large private sector, operating under the nor- 
mal incentives and impulses of private enterprise are considera- 
ble. In the first place, it is only an organised securities market 
which can provide sufficient marketability and price continuity 
for shares so necessary for the needs of investors. Secondly, it is 
only such a market that can provide a reasonable measure of 
safety and fair dealing in the buying and selling of securities. 
Thirdly, through the interplay of demand for and supply of secu- 
rities, a properly organised stock exchange assists in a reasonably 
correct evaluation of securities in terms of their real worth. Lastly, 
through such evaluation of securities, the stock exchange helps 
in the orderly flow of distribution of savings, as between dif- 
ferent types of competitive investments ” 

The first function is also expressed by saying that the stock 
exchange ensures liquidity of capital. By liquidity we mean the 
covertibility of a capital asset into cash quickly and with the 
least possible loss. The same idea is conveyed when it is said 
that the stock exchange provides a continuous market for secu- 
rities, a continuous market being one where a security may be 
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bought or sold at any time during business hours at compara* 
lively small variations from the last quoted price. This is possi- 
ble because there are always buyers and sellers in the market, 
either for cash or for forward account. In the absence of an 
organised market, holders of securities would be hard put to it 
to find buyers for their securities and often would have to sell 
them at less than fair prices, with the result that investors would 
be reluctant to hazard their money in business enterprises. In 
the same way, prospective investors would find it hard to obtain 
securities at reasonable prices. 

The function of the evaluation of securities through which 
the stock exchange serves to direct the flow of the community’s 
savings into the most productive forms of enterprise may also 
be explained briefly. On a stock exchange, because of the 
forces of competition, the securities are generally evaluated at 
their true worth, taking into account all the relevant factors, 
present and prospective, concerning not only the particular en- 
terprise and industry, but also the general economic and financial 
situation. In the process of determining security prices and 
yields, the stock exchange also indicates the direction in which 
the community’s savings should be invested, for in a perfect 
market, price differences between shares represent differences 
in their profitability and prospects as judged by the collec- 
tive opinion of numerous competent operators. Thus, the price 
system established on the stock exchange provides guidance to 
investors and helps in directing the flow of funds into enterprises 
which are prosperous and are expected to have a bright future. 
It is true that with the advent of planned economy, with a large 
and growing share of public sector as well as Government re- 
gulation of private sector investment, the role of the stock ex- 
change in channelising savings is diminished. But its importance 
in providing liquidity to securities continues undiminished. 

Rale of Speculation 

In fulfilling the above functions, "speculatiotT plays a domi- 
nant role on the stock exchanges. It is a cardinal feature of the 
stock market and the whole question of reform of the stock ex- 
changes hangs on our attitude to it. Speculation has been con- 
trasted with ‘investment’ on the one hand and ‘gambling’ on the 
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other. The theoretical difference between speculation and in- 
vestment is that, while investment “implies purchase of securi- 
ties for the primary purpose of realising the maximum income 
consistent with safety, marketability and other factors”, specula- 
tion means “trading in securities for the primary purpose of 
realising capital gains — i.e. making a profit by a subsequent 
purchase or sale at a different price”. In practice, however, it 
is difficult to distinguish between speculation and investment. A 
transaction may be made as an investment, but later may turn 
out to be speculation, because of some favourable price trend. 
Likewise, what was intended as a speculative purchase might be 
retained as an investment. It is equally difficult to distinguish 
speculation from gambling. In theory, it is maintained that 
“whereas gambling consists in placing money on artificially 
created risks of some fortuitous event, speculation consists of 
assuming the inevitable economic risks of changes in value.” 
But in practice it is difficult to determine where speculation 
ends and gambling begins.^ 


Specffiation is indeed the distinguishing feature of economic 
progress.^ Fifty years ago, for instance, a venture to manufacture 
aeroplanes, was regarded as a speculation. So are many ven- 
tures regarded even today imtil they become successful. Specu- 
lation is not confined to economic life alone. It pervades 
every sphere, including in particular political life. As the term 
itself suggests, it is not always that speculation is successful. If 
there is failure, a price has to be paid, which in the economic 
sphere means loss of money. Therefore, a natural check to ex- 
cessive speculation is operative all the time. 




Genuine speculatian, which is based on a reasoned 
forecast of the real value of the investments, performs a very 
important function. In fact, stock exchange can 

joperate efficiently, purely on the basis of ‘investment’ buying 
land selling, because ‘pure’ investors in that sense are necessarily 
relatively few in number. They cannot provide the reqfuisite 
volume or continuity of business, which alone would enable a 
large number of buyers and sellers to trade at all times in the 
exchanges, and to bring about an adjustment of the relative 
lvalues of the securities in which they trade, in conformity with 
|heir real worth. It is the buying and selling of securities on a 
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large scale on the basis of reasoned forecasts which give the 
necessary breadth and continuity to the market. In a purely 
investment market, because of the difficulty of matching pur- 
chases and sales, transactions can be made only at the sacrifice 
of some price, the buyers paying relatively more and the sellers 
receiving relatively less. 

According to the Gorwala Committee, which reviewed the 
question of statutory regulation of stock exchanges in India in 
1951, speculation “has a place in the organised marketing of 
shares, but it has a strictly limited place for strictly defined cate- 
gories of persons The essence of the regulation of stock ex- 

changes is the control of speculation in stock exchanges and the 
crux of the control of speculation is its confinement to the right 
sphere, the right persons and the right type and volume of ope- 
rations’'. Most committees and commissions which have given 
careful thought to the subject of speculation both in India and 
abroad have arrived at the same conclusion. The Twentieth Cen- 
tury Fund, which carried out in 1934 an exhaustive study of the 
securities markets in the U.S.A., came to the following conclusion: 
‘'The object of our recommendation, therefore, is to increase the 
effectiveness of security m'arkets in performing their essential 
functions, first by reducing the volume of speculation, and secon- 
dly, by raising the standards of market organization and practice. 
This, of course, implies recognition of the fact that informed 
speculation in securities, when adequately restricted and con- 
trolled, augments the value of security markets; and conversely, 
the elimination or even the unduly rigid restriction of speculative 
activities would lessen their value”. 

Forward Trading 

With a view to facilitating the development of broad and 
active markets, it is customary to permit on the stock exchange 
forward trading or what is the same thing, trading for the account/ 
Since there is much misunderstanding of forward trading, its 
features may be explained in some detail ‘^Forward trading in 
shares is similar to futures trading on the commodity markets. The 
essence of this is that transactions entered into during a pre- 
scribed period, say a fortnight, are settled at the end of the 
period. Secondly, there are facilities for carrying over a tran- 



214 The Capital Market of India 

saction from' one settk^^ to another settlement; this, in the 
Indm^ market parlance, is known as a biidla transaction. It is 
essential to note that carry-over is not compulsory; in fact 
that would be a wager contract and invalid. The carry-over is 
etfected by squaring up the transaction for the current settlement 
md simidtmeGusly entering into a new trans.action for the next 
settlement. Thus, a person who has bought 10 shares of Tata 
Steel, which is a ‘forward’ scrip, has three choices before him. 
He may take delivery for the current settlement or sell them 
before settlement and thus square up his position or carry-over 
the purchase to the next settlement. The carry-over is done 
through separate but simultaneous transactions, namely, sale for 
the current settlement and purchase for the next settlement. The 
operator has to pay a price for the facility of carrying over the 
transaction, which in effect amounts to borrowing money. The 
carry-over charge or the rate is normally determined by 

the prevailing short-term rate of interest, besides including a 
small insurance premium. Thus, if the price of the share is 
Rs. 150, the interest rate 6 per cent and the period of the next 
settlement 15 days, the budla, on the basis of pure interest, is 
38 nP. If the carry-over is large, the budla could even be 50 nP. 
This means that if the share is sold for the current account for 
Rs. 150, it is simultaneously bought back for the next settlement 
at Rs. 150.50. Corresponding to the buyer who wants to carry- 
over his purchase, there must be a person willing to carry-over 
his sale transaction from the current to the next settlement. He 
may be a speculator who has sold for the current settlement 
and is seeking to cany-over his sale to the next settlement. Or, 
he may be a financier, who is willing to invest his funds tempo- 
rarily; he buys for the current settlement and simultaneously 
sells for the next settlement. The person who is carrying over a 
sale transaction is in effect loaning money and so he receives a 
payment, that is, the difference between the purchase and sale 
price (i.e. the 50 nP. in the above example). Also, the budla 
transaction is in effect advancing money without margin; partly 
for this reason the return on a budla transaction is slightly 
higher than the usual short-term rate of interest, i.e. it includes 
a risk premium. 
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It will thus be seen that forward trading in practice means 
that people may buy shares which they may not take delivery 
of and for which they need not make immediate payment or 
sell shares which they do not possess or which they have no in- 
tention of delivering. Consequently, the volume of transactions 
will be substantially larger than in the case of ready or spot 
business and the extent of speculation will also be considerably 
larger. Thus, forward trading makes for a much more competi- 
tive market, which can discount the various influences on the 
side of supply and demand. It should also contribute to com- 
parative price stability, as purchases and sales are done ahead 
of what would ordinarily be done in a purely spot market. How- 
ever, there are also chances of speculation turning out tO' be 
excessive. That is why, some care is taken by the stock ex- 
change authorities in the selection of scrips in which forw^ard 
trading is permitted; in particular, the scrips must be such that 
they are broadly held, thus affording little scope for corners and 
other manipulations. Except in the Bombay Stock Exchange, 
where there is a long tradition of forward trading and the 
^ number of scrips is large, namely 66, in the others the number 
;of forward scrips is small, namely, 14 in Ahmedabad, 13 in Cal- 
cutta, 12 in Madras and 4 in New Delhi. Further, generally 
‘forward trading is subject to payment of margin money or de- 
posit, with a view to preventing over-trading. 

In foreign countries, with the exception of the London 
Stock Exchange, forward trading does not appear to exist in 
theory. In the New York Stock Exchange, for instance, a tran- 
saction has to be completed on the third day; a transaction (say 
purchase) cannot be offset by an opposite transaction (i.e. sale) 
entered into subsequently. But, in practice, forward trading can 
take place because of the facilities for borrowing money as well 
as shares. That the so-called cash trading may lead to large- 
scale speculation and that forward trading need not necessarily 
result in undue speculation is amply illustrated by the experience 
of the U.S.A. and India in the last two years. Wall Street has 
boomed with rocket-like speed, in spite of the most stringent 
margin restrictions, whereas in India the boom has been of 
much smaller dimensions. 
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Blank Transfers 

While on the subject of speculation and forward trading, 
some observations may be made on the subject of ‘blank trans- 
fers’ (to which a brief reference was also made in Chapter 2), 
since it has figured prominently in discussions on the regulation 
of stock exchanges in India. It was explained that an important 
feature of forward trading is the carry-over of transactions from 
one settlement to another. This involves temporary purchase and 
sale of securities. If every time the purchaser is to have the 
share registered in his name in the books of the company, for- 
ward trading becomes extremely difficult, because of the cost of 
registration (mostly the stamp duty, which till a few years 
back varied from one state to another, from 0.75 per cent 
to 1.5 per cent) and the delay of the registration process, lasting 
on an average several weeks in India. In the circumstances, the 
practice developed in India of the transfer deed remaining blank, 
ithat is, the name of the buyer being left blank. This means 
'that a person who buys a security temporarily as part of budla 
|or carry-over operation, need not take the trouble and expense 
i|of having it registered in his name in the books of the company. 
The transfer deed which he receives along with the share certi- 
ficate is kept by him without entering his name and when he sells 
it at the next settlement he passes it on to the buyer, who, if he 
is an investor will put his name and send it to the company for 
registration. 


The question of blank transfers has been examined by 
several committees. The Atlay Committee, which reported in 
1924, recommended the total abolition of blank transfers and a 
s^teep reduction in the stamp duty on transfers. The Morison 
Committee, which examined the question in 1937, went a step 
further and recommended that blank transfers should be made a 
“bad delivery’’ independently of any action Government might 
or might not take in respect of the stamp duty. The opinion of 
the Gm^vala Cpimnittee (1951) was divided on the subject; a 
section of the Committee held that such transfers ought to be 
permitted to continue; another favoured restriction of their life 
to six months through the bye-laws of the exchange; yet an- 
other section was of the view that blank transfers should be 
given only six months’ yalidily legislative sanction. What; 
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:was finally done was to empower the stock exchanges to make 
bye-laws for the regulation or prohibition of blank transfers. 

The case for restriction or abolition of blank transfers is 
based on certain evil practices facilitated by the use of blank 
transfers. Blank transfers enable the evasion of stamp duty and 
are helpful in enabling the evasion of income-tax. They facilitate 
the manoeuvring of managerial control over companies by con- 
cealing the identity of the real holder. Because of blank trans- 
fers, the registers of companies are rendered incomplete, inaccu- 
rate and misleading. In -the case of partly-paid shares, the 
seller’s liability for uncalled capital still remains in the books of 
the company long after he has sold the shares. Theoretically, 
blank transfers are irregular and there is need to discourage their 
use. 

As against this, it is argued that blank transfers are an in- 
tegral part of the stock exchange mechanism and their abolition 
or restriction would restrict the volume of transactions and hence 
the liquidity of the market. But for the prevalence of blank 
transfers, budla or contango business would be seriously ham- 
pered; thus, if forward trading and carry-over are deemed to be 
an essential part of the machinery of forward markets, the prac- 
tice of blank transfers cannot be looked upon with much dis- 
favour. In this context, it needs to be recognised that the ques- 
tion of blank transfers at present is not of the same importance 
as it was sometime before. The evils which emanated from the 
practice of blank transfers have now been largely brought under 
control through the operation of the provisions of the Com- 
panies Act and Section 27 of the Securities Contracts (Regula- 
tion) Act. With the stricter provisions of the Companies Act 
regulating the working of joint stock companies, no clandestine 
control of prosperous industrial concerns is now possible. 
Further, with the coming into operation of Section 27 of the 
Securities Contracts (Regulation) Act (to which a reference has 
already been made in Chapter 2), which gives the person whose 
name appears on the books of the company the legal right to 
keep the dividend declared by the company, there is no incen- 
tive to keep shares blank beyond the period of a year. In the case 
of some companies which decljure dividends at half-yearly inter- 
vals, the currency of blank transfers is reduced to about six 
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moiitbs. The stock exchanges have for many years stipulated 
that if securities are not registered within a specified period (3-4 
weeks) the seller is not responsible for the genumeness of the 
title of the shares. In ' effect, therefore, the Joint Select Com- 
mittee’s suggestion (referred to in Chapter 2) to restrict the life 
of blank transfers to six months has been, to some extent, al- 
ready implemented. The main incentive for blank transfers, na- 
mely, the heavy stamp duties on transfers, has also been con- 
siderably mitigated by the reduction, in 1955, of the stamp duty 
to a uniform level of three-fourths of one per cent of the value 
of the security throughout the country. These changes have un- 
doubtedly put a check on the use of blank transfers. 

Organisation of the Indian Stock Exchanges 

We may now pass on to a study of the organisation of 
stock exchanges in India. At present, there are seven stock ex- 
changes, recognised under the Securities Contracts (Regulation) 
Act, 1956. The pattern of regulation which the Act incorpo- 
rates is, as already mentioned, that of "unitary controT, i.e., no 
business in respect of securities which falls within the regulation 
could be legally conducted otherwise than through a ‘recognised’ 
stock exchange and Government’s policy is to recognise only one 
j stock exchange for any particular area. All stock exchanges other 
than recognised stock exchanges are declared illegal. The stock 
exchanges which have so far been recognised are noted below, 
together with their year of establishment: (1) the Bombay Stock 
Exchange (1875), (2) the Ahmedabad Share and Stock Brokers’ 
Association (1894), (3) the Calcutta Stock Exchange Association 
(1908), (4) the Madras Stock Exchange Association (1923), (5) 
the Delhi Stock Exchange Association (1947), (6) the Hyderabad 
Stock Exchange (1943) and (7) the Share Brokers’ Association, 
Indore (1930). In a few other places, such as Bangalore, there 
is a fairly large volume of business in securities and perhaps 
a stock exchange will be formed before long. The Bombay Stock 
Exchange, which is popularly referred to as Dalai Street, has been 
granted permission on a permanent basis and the remaining ex- 
changes for a period of five years. The rules, regulations and 
bye-laws of the various stock exchanges, which conform to the 
, draft rules framed under tbo;Ac|^^;lfave^been made more or, less 
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iiiiifom. As regards membership, Goveriimeiit have not allowed 
firms to be members of the recognised stock exchanges in their 
own right. The main objection to firms being admitted as mem- 
bers is that it would give room for evasion of requirements re- 
garding admission fees, deposits, etc. There is, however, no ob- 
jection to individual members becoming partners for purposes 
of trading. In the case of the Calcutta Stock Exchange, w^hieli 
it is customary to refer to as Lyons Range, the existing shares 
were split into smaller units to facilitate partners in a firm to 
become members in their individual right. Entrance fees, mem- 
bership deposits etc., which are different for different stock ex- 
changes, were fixed by Government in consultation with the 
stock exchanges concerned. In Bombay, Ahmedabad and Cal- 
cutta, in which places there were more than one stock exchange, 
the members of such stock exchanges as were not recognised by 
Government were given the right of admission to the recognised 
stock exchange on easier terms and conditions. If membership 
was denied to any member of the noil-recognised stock ex- 
changes, despite his satisfying the prescribed terms and condi- 
tions, the member was given the right of appeal to Government 
within a prescribed period and Government’s decision on the 
same was considered final and binding on the recognised stock 
exchange. The relevant details regarding the type of associa-^y 
tion, membership fee, annual subscriptions etc. of the recognised | 
stock exchanges are shown in Table 47. It will be noticed 
that there is a certain amount of diversity in the organisation of 
Indian stock exchanges. For example, the Bombay and Ahme- 
dabad Stock Exchanges are in the nature of private clubs while 
most of the other exchanges are companies limited by guarantee 
or public limited companies incorporated under the Companies 
Act. In Bombay, the President is a whole-time salaried official, 
while in the other stock exchanges they are honorary officials. 

Some measure of the size and relative importance of the 
various stock exchanges can be obtained from the data regarding 
the number of scrips listed, number of shares on the forward list 
etc., which have been shown in Table 48. No data are available 
regarding the stock market turnover, the only information pub- 
lished regularly in this respect being the number of shares 
delivered through the clearing house. As regards the turnover. 
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TABLE 47 

stck:k exchanges in india ~ 


Item 

Bombay 

Calcutta 

Madras 

L Year of Estab- 
lisbment 

1875 

1923 

1937 — Reorga- 
nised in 1958 

2 . Type of Asso- 
ciation 

Voluntary non- 
profit making 
association not 
registered under 
any Act 

Public limited 
company 

Company limit- 
ed by guarantee 
and registered 
under the Com- 
panies Act, 
1956 

3. Date of grant 
of recognition 
under the Secu- 
rities Contracts 
(Regulation) 

Act, 1956 

August 31, 1957 
(Permanent) 

October 10, 
1957 (For 5 
years) 

October 15, 
1957 (For 5 
years) 

4. No. of mem- 
bers (March 
1958) 

501 

278 

15 firms (36 
individual mem- 
bers) 

5, Entrance fee/ 
Card value 

Card value: 

Rs. 17,500 

Entrance fee: 
Rs. 10,000 

Value of shares: 
Rs. 6000—7000 
per share 

Entrance fee: 
Rs. 2500 

6 . Membership 
Deposit 

Rs. 20,000 

Rs. 20,000 

Rs. 5000 per 
individual mem- 
ber with a mi- 
nimum of Rs. 
10,000 per firm 

7 , Annual Sub- 

scription 

Rs. 15 per year 

Rs. 48 

Rs. 180 per in- 
dividual mem- 


ber 
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ORGANISATION 

Delhi Ahmedabad Hyderabad Indore 

1947 1894 1943 1930 


Company incor- 
porated under 
the Companies 
Act. 


Voluntary asso- 
ciation of indi- 
viduals 


Company limit- 
ed by guaran- 
tee 


Neither a joint 
stock company 
nor a registered 
body under any 
Act. 


December 9, September 16, September 29, December 24, 

1957 (For 5 1957 (For 5 1958 (For 5 1958 (For 5 

years) years) years) years) 


92 451 57 107 


Entrance fee: Entrance fee: Entrance fee: Entrance fee: 

Rs. 500 Value Rs. 1601 Value Rs. 2571 Rs. 1100 

of shares: Rs. of shares: 

6000-7000 Rs. 1800 


Nil Rs. 5000 Rs. 3000 Rs. 3000 


Nil 


Rs. 25 


Rs. 64 


Rs. 10 
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rough estimates, based on collections of stamp duty on transac- 
tions, indicate the turnover in the Bombay Stock Exchange to be 
around Rs. 1,500-2,000 crores per annum at present. In nearly all 
the exchanges, there is forward business, with fortnightly settle- 
ments, the Bombay Stock Exchange having the largest number 
of scrips on the forward list (66 shares). The Clearing Houses 
at Bombay and Madras are managed by the Bank of India, the 
one at Calcutta by the Allahabad Bank and the one at Ahmeda- 
bad by the Central Bank; the clearing house of the Delhi Stockf 
Exchange is run departmentally but arrangements are beingli 
made for entrusting it to a bank. A perusal of the list of secu- 
rities quoted reveals the markedly regional character of the ex- 
changes, reflecting the industrial development in their vicinity. 
Barring the shares of a few leading banks and iron and steel 
companies which are quoted on almost ail the exchanges, cotton 
textiles and bank shares predominate in Bombay; jute, tea, coal 
bank and engineering shares in Calcutta; textiles in Ahmedabad 
and plantations and textiles at Madras. 


As regards membership classes, unlike the London Stock 
Exchange, there is no official distinction between brokers and 
jobbers. Under the rules, any member can act as both jobber 
and broker, though when a member buys or sells for his own 
account he has to give a different contract note as compared to 
the one he gives as a broker. No- organised market can function 
without jobbing, which is the readiness to buy and sell all the 
time. It is the jobbers who help to keep the market active; they 
stand ready to buy when there is selling and to sell when there 
is buying inquiry. In the Bombay Stock Exchange, the jobbers 
are known as Taravaniwalas, so called because they take away 
the cream of business. Incidentally, the Taravaniwalas, unlike the 
jobbers at the London Stock Exchange, do not quote two- 
prices, one for buying and the other for selling. While jobbers in 
general do not ordinarily keep an open position overnight, the 
Taravaniwalas are particularly noted for squaring up their posi- 
tion by the end of the day. Thus, while the Taravaniwalas help 
to maintain a broad and active market, they may also accentuate 
fluctuations, but this seems to be an unavoidable price to pay. 


The members of the stock exchange require assistance for 
the purpose of entering into contracts with other members as , 
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well as for getting clientele. For this purpose, members are 
authorised to employ a fixed number of authorised clerks and 
remisiers (or sub-brokers). Thus, in the Bombay Stock Ex- 
change, a member is allowed to employ 5 authorised clerks. A 
remisier could also be employed as an authorised clerk. The 
stock exchanges maintain a register of authorised clerks and 
remisiers for the information of all concerned. In the Bombay 
Stock Exchange, there are about 1200 authorised clerks and 
about 200 remisiers. The authorised clerks transact business on 
behalf of their employers with other members or their authorised 
clerks and the members are liable for all transactions (which in 
stock exchange parlance are known as bargains) entered into in 
the market by their authorised clerks. These clerks are not 
authorised to transact any business in their own name. The re- 
misiers bring business to the members from the non-members. 
Both the authorised clerks and the remisiers get a share, not 
exceeding 50 per cent, of the brokerage which a member charges 
to the non-member client. Members of stock exchange also share 
brokerage when business is done with or through brokers and 
dealers operating in upcountry places, including members of 
other stock exchanges. 


So, in the trading hall, hundreds of members and authorised 
clerks gather and transact business during fixed hours, which in 
the Bombay Stock Exchange are from 12 noon to 2-30 P.M. 
Everybody is in a hurry and the bids and offers have to be 
mentioned loudly and in general there is a lot of noise, the in- 
tensity of which varies. Some uncomplimentary things have 
/been said about this noise, no doubt out of genuine misunder- 


I standing. The author has visited several stock and commodity 
exchanges abroad and noise is the characteristic of all the ex- 
changes, though perhaps the Indian exchanges are somewhat 
more noisy, but this is characteristic of Indians generally and is 
not peculiar to the stockbrokers. In fact, the amazing thing is 
that in the midst of what to a layman is utter confusion, thou- 
sands of transactions, involving crores of rupees, take place in 
a very orderly way. There are very few disputes among mem- 
bers regarding the transactions; this is a tribute both to their 
‘efficiency and integrity. 
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A large gathering of members and authorised clerks for 
trading is the feature of mainly the Bombay and Calcutta stock 
exchanges. In the other stock exchanges, although there is a 
trading hall, there is not much of the hectic activity that charac- 
terises the Bombay and Calcutta markets. In Madras, for ex- 
ample, the members (or their clerks) sit round a table and the 
Secretary goes on calling each listed scrip and its previous day’s 
quotation and asks, ‘any buyer, any seller’? In due course, when 
business grows in volume, the other exchanges would no doubt 
follow the Bombay and Calcutta pattern. 

The members of the Indian stock exchanges are, by and 
large, an intelligent and shrewd lot. Though many of them are 
not much educated in the conventional sense of the term, they 
can interpret current economic and non-economic developments, 
Indian and foreign, fairly intelligently and anticipate the future 
too. All the same, there is need to prescribe some minimum | 
educational qualification for the entrants to the stock exchange, 
so that they may be in a position to understand and explain the 
economic trends, which are of increasing complexity, to the in- 
vestors. A qualifying test by the stock exchanges would 
also be helpful. Perhaps, on the average, the brokers at Madras 
are the most enlightened and best informed. Some of the Indian 
stock exchange firms, such as Place, Siddons & Gough (Cal- 
cutt), Batliwala & Karani (Bombay), Lewis & Jones (Bombay), 
Kothari & Sons (Madras) and Chitra & Co. (Madras) compare 
favourably with some of the best firms in foreign countries. 
The President of the Bombay Stock Exchange (Shri K. R. P, 
Shrofl:) is perhaps the senior-most among stock exchange Presi- 
dents in the whole world. He is now in his eighties and has been 
President for over 35 years. 

Generally speaking, the Indian stock exchanges, particularly 
the older and bigger ones, have rendered a distinct economic 
service to the country by providing liquid and continuous 
markets to a large and growing volume of securities. They may 
be said to have contributed in some measure to the growth of 
the investment habit in the country and to diverting savings from 
investment in precious metals to that in indusrial and Govern- 
ment securities. Price fluctuations in shares in the post-war 
years have been, no doubt, widespread, but by and large, the 
C.M.-15 
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performance of the Indian stock exchanges compares favour- 
ably with that of the foreign stock exchanges, especially if re- 
gard is had to the economic and taxation policies of the Govern- 
'inent ' since Independence. It is not sufficiently realised that in 
the present state of the Indian economy, when changes in eco- 
nomic and fiscal policies are inevitable, fluctuations in share 
prices are equally inevitable. Surely, these measures affect the 
growth of companies and prospects of profits, dividends, and 
what is wrong if share prices reflect the changes in the invest- 
ment outlook? In other words, to put it bluntly. Government 
policies themselves are a very big speculative factor in the 
stock market. This is not to say that Government is consciously 
trying to stimulate speculation. Far from it. But changes in 
policies should have their repercussions on share prices and for 
this the stock exchanges and the operators need not be blamed. 
In the last three’ years there have been so many changes in the 
field of taxation in particular that one should be surprised at 
the modest degree of speculation we have had. In this connec- 
tion, reference may be made to the sharp upswing in share 
prices on Wall Street in recent years, in spite of stringent margin 
regulations, which resulted in the yield on shares falling below 
the yield on Government securities; in India, the price rise has 
been less marked. This was so also in the post-Korean war 
boom. There have been no serious payments crisis for several 
years now and even the difficulties arising out of the 1952 crash, 
which followed the world-wide boom in share and commodity 
prices, were tided over smoothly. 

Till recently, speculative activity was by and large concen- 
trated in a few scrips and was accounted for by a few big opera- 
tors. Speculation by ‘insiders’, that is by persons connected with 
the management, including, the managing agents, also seems to 
.have been rather widespread in the case of some scrips. Further, 
speculation has also been encouraged by activities to gain con- 
trol over management of companies. The situation is however 
^gradually improving in the above respects. Speculation has tend- 
ed to diminish as listed scrips have risen in number and mani- 
pulations such as comers md bear raids have been rendered 
difficult. Till some years back, a good part of the speculative 
actiyity was concentrated in one sqdp, namely, the deferred 
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share of the Tata Steel Company, but this share has been elimi- 
nated, through conversion into ordinary shares, thus spreading 
out the speculative activity over a larger area. The recent 
changes in Company Law have rendered it difficult to gain con- 
trol over management of companies and this has also tended to 
discourage speculation. The stock market no longer receives 
its main support from a few rich persons, like the princes and 
zamndars. Relatively smaller investors are coming to the 
market. 

Unlike in countries like the U.S.A. and the U.K., the Indian 
stock market is not dominated by institutional investors. In 
those countries life insurance companies, provident and pension 
funds and investment trusts account for a very substantial share 
of business; the buying of shares by these institutions is stated 
to be an important reason for the continuous stock exchange 
boom in those countries in recent years. In India, as we have 
already noted, provident fund investments have to be almost 
wholly in Government and semi-Government securities. There 
are hardly any private pension funds and investment trusts too 
have developed very little. The only source of institutional in- 
vestment, apart from inter-corporate investment by joint stock 
companies, is the Life Insurance Corporation. The proportion 
of funds invested in shares and debentures to total assets by the 
Lie is not much different from that of the life insurance com- 
panies as a whole, prior to their nationalisation in January 1956. 
But the important difference is that whereas formerly the opera- 
tions of the insurance companies in the stock market were sp- 
read over a large number of units, in the case of the LIC they 
are concentrated in a single institution, which is the largest 
single holder of securities. Naturally, the buying and selling 
operations of this institution exert profound influence on the 
.stock market. If the LIC were to start buying any share, there 
would be a general tendency for others too to buy, not only on 
the part of speculators (who want to buy ahead of the LIC and 
thus make a profit by sale to the Corporation) but also on the 
part of investors, since a purchase by the LIC means that 
prima facie the investment is sound. Likewise, when 
the LIC sells, there would be a tendency for selling by others 
too. This means that the LIC has to carry out its operations 
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adroitly, which on the whole the Corporation seems to be doing 
nowadays. While the Corporation does not engage in frequent 
buying and selling operations to take advantage of temporary 
fluctuations in prices, it does not refrain from ‘certain’ 
buying and selling operations when circumstances warrant. Sales 
by the Corporation when prices have risen sharply would cer- 
tainly produce a stabilising effect, though in practice it is diffi- 
cult to say when prices have risen quite high. It might be that 
even after the Corporation has sold, prices may rise :toher and 
there may be risk of criticism that it sold its securities ‘cheap’, 
but this cannot be helped. On the whole the Corporation is a 
net buyer of securities, on account of the continuous increase in 
its funds. It is likely that the Corporation is acquiring a signi- 
ficant part of its securities through subscription to new issues 
as well as rights issues. 

The stock exchanges themselves have been making an effort 
to restrain over-trading through a system of margins, which is 
now in vogue on the Bombay, Calcutta, Ahmedabad and Delhi 
stock exchanges. The main objective underlying the margin 
system is to restrict excessive trading by compelling members 
(and indirectly their clients) to maintain deposits with the stock 
exchange which are directly related to their volume of outstand- 
ing business. In the Bombay market, for instance, the margin 
system is operative in respect of budla transactions only, i.e., 
transactions which are carried over to the next settlement. There 
are two types of margins; firstly, there is a margin in respect 
of two scrips, namely, Tata Steel and Indian Iron, and secondly, 
there is a margin on the overall value of all purchases and sales 
carried over in respect of all the forward scrips, including Tata 
Steel and Indian Iron. Only that margin amount which is greater 
of the two is payable by members. The first margin is based 
on the number of shares to be budlied and not on vcdue and be- 
comes payable only when the number of shares carried over in 
each scrip exceeds the free limit. In Tata Steel, the firee limit 
is 4000 for individual members and 5000 for firms comprising 
two or more partners; the corresponding limits for Indian Iron 
are 10,000 and 12,000. The mar^ rate is Rs. 2 per share for 
hndian Iron and Rs. 10 for Tjda Sted; the current (early Feb- 
ruary 1960) prices of the two scrips are, respecfively, about 
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Rs. 22 and Rs. 150. The margin on the over-all value in res- 
pect of ail purchases and sales carried over is arrived at 
on the basis of the making-up price fixed by the ex* 
change. The exemption limit is Rs. 20 lakhs for individuals 
and Rs. 25 lakhs for firms. On amounts exceeding these free 
limits, the margin is at the rate of 3 per cent on the amount 
upto Rs. 40 lakhs and at the rate of 5 per cent on the 
amount in excess of Rs. 40 lakhs. The margin money is de- 
posited with the clearing house on the comparison day (which 
is usually on Monday or Tuesday following the budla day on 
Friday) and is not returnable until the settlement day of the 
following clearing, i.e., it is retained for about three weeks or 
so. In addition to the above margins, members of the Bombay 
Stock Excange are required to submit every day a statement 
of outstanding business in respect of a few highly speculative 
scrips and the President of the exchange has a right to call for 
additional margins from any member if there is a marked in- 
crease in his outstanding business or in the alternative the Pre- 
sident may ask the member to liquidate a portion of his out- 
standing business. The Bombay system is prevalent in Ahmeda- 
bad too. 

The margin system in vogue in the Calcutta Stock Ex^ 
change is different from that in operation in Bombay in that the 
margin is payable on the daily outstanding business in respect 
of the forward scrips instead of on the amount of budla busi- 
ness. In Calcutta, the number of forward scrips is relatively 
small, namely, thirteen. Members whose total outstanding pur- 
chases or sales in the clearing scrips exceed Rs. 5 lakhs have to 
pay margin at the rate of 5 per cent on the amount upto Rs. 10 
lakhs and at 10 per cent on the amount in excess of Rs. 10 
lakhs. The Committee of the Stock Exchange is also authorised 
to call for margins from any member even in respect of busi- 
ness below the free limit of Rs. 5 lakhs. The margin money is 
refunded on the completion of the clearing. If a margin system 
is to be effective, proper enforcement is necessary and secondly 
it has to be flexible, in that the free limits and the percentage of 
the margin payment have to be varied according to the changing 
circumstances. Also, at times the margin regulations may have 
to be extended to ready delivery or cash scrips too. These 
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are detailed matters which need not be discussed here. 
A beginning has been made in this technique of restraining 
over-trading and it may be hoped that as a result of the joint 
endeavour of the stock exchange authorities and the Govern- 
ment, which has now a responsibility for maintaining reasonable 
stability of the stock market and has adequate powers for the 
purpose, the margin system will be continuously adapted to the 
changing situation. 

In India, so far, bank credit does not appear to have played 
an important part in stock market speculation in general, though 
occasionally speculation in some individual scrips has perhaps 
been facilitated by bank credit. Also, at times when large-scale 
new issues of capital are made, perhaps bank credit is resorted 
to some extent. Bank financing of budia or carry-over transac- 
tions are also imderstood to be of relatively small dimensions. 
The Reserve Bank of India has powers, under the Banking 
Companies Act, of restraining bank credit against shares and 
on a couple of occasions in the past, banks have been warned 
against advancing money against shares for speculative and cor- 
nering activities. 

To a not insignificant extent, the stock exchanges in India 
have also functioned as the watch-dogs of investors’ interest. 
They have done much to raise the standards of company report- 
ing and to build up well-defined practices as regards new capital 
issues, dividend announcements, closure of transfer books etc. 
through rigorous listing requirements. Their standards, in some 
cases, have been more rigorous than those of Company Law. 
With the spread of education and the growth of interest in eco- 
nomic development under the Five-Year Plans, as also on ac- 
count of the diminished interest in other types of investment, 
such as land and houses, there is reason to think that investment 
in shares is spreading and that more and more saving is finding 
an outlet in investment in industrial securities. However, much 
remains to be done in this respect by the stock exchanges them- 
selves. A healthy public interest in the investment in shares 
can be stimulated by the dissemination of information by the 
stock exchanges regarding their activities. There is much mis- 
understanding about the working of a stock exchange and there 
are many who consider investment in industrial securities as 
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being too risky and the stock exchange can dispel such appre- 
hensions in the public mind by educating them as regards the 
exact functions of a stock exchange in the national economy. 
Some stock exchanges and a few leading brokerage firms bring 
out year-books and some of the latter also publish regularly 
highly readable market reviews, but what is being done at pre- 
sent is absolutely inadequate. Even in a country like the U.S.A., 
several measures are being taken to encourage the growth of 
public interest in shares. The New York Stock Exchange is 
issuing a monthly magizine. The Exchange, which contains de-. 
lightful articles of interest to investors in securities. Besides, 
seminars and lectures are also arranged on stock exchange 
affairs and the visitors’ gallery has been thrown open to the 
public to stimulate interest in investment in securities. Even 
in Londo^» the old orthodox view is rapidly giving place to one 
of enlightened self-interest. The London Stock Exchange is 
issuing a quarterly magazine and has also opened a visitors’ 
gallery. 

There is need for a similar change of attitude on the part 
of our stock exchanges. The scope for the development of 
private enterprise in India is wide and in this context there is 
clearly much that could be done to spread the investment habit 
in shares. This is a job that can be tackled primarily by the stock 
exchange rather than by individual members. In fact, the Indian 
stock exchanges should act in concert. The handling of busi- 
ness of small investors is rather costly but the members have fo 
take a long-term view and play their part in mobilising savings. 
The Government may also consider whether it cannot give some 
concession in the stamp duty on transfer of shares in respect of 
small transactions. Also, there is a case for all assistance being 
given to the establishment of investment trusts, which enable 
the funds of the small investors to reach the stock exchange. 

Government Securities Market 

A brief reference may also be made to the organisation of 
the Government securities market, which differs in some respects 
from the share market. There is, by and large, much less specu- 
lation in this market than in the share market because there are 
ho uncertainties regarding dividend and many other matters such 
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as management, addition to capital stock, eapitalisation of re- 
serves etc. etc. Further, the investors in Government securities, 
especially of the Central Government, are predominantly 
institutions; as already mentioned in Chapter 3. The 
average holdings and the average value of the transactions are 
very much larger than in the case of shares; a single transaction 
could run into several lakhs and even crores of rupees. Some 
investors like insurance companies rarely sell more than a very 
small percentage of their holdings. The same is true of provi- 
dent funds. Commercial banks, on the other hand, engage in 
considerable buying and selling, depending upon their deposit 
resources on the one hand and their lending on the other. 
Normally, in the busy season, lasting from November through 
April, they sell some of their holdings because the demand for 
bank credit is large, on account of the movement of crops. On 
the other hand, from May through October, the funds return to 
the banks, their deposits and cash resources rise, with the result 
that there is some purchase of securities. 

Yet another feature of the Government securities market is 
the predominant role of the Reserve Bank of India, which both 
as banker to Government and bankers’ bank has to engage ac- 
tively in transactions in Government securities, known in central 
banking parlance as ‘'open market operations”. It has, there- 
fore, to stock a fairly large portfolio of Government securities 
to meet the requirements of the market. The loan operations 
of Government do not take place frequently in the year, where- 
as the purchase and sale of securities by investors take place all 
through the year. Hence, it is customary for the Bank to take 
up a portion of a new loan at the time of the floatation, for sale 
during the rest of the year. In a sense this may also be re- 
garded as underwriting of Government bond issues. The open 
market operations of the Reserve Bank, like those of other cen- 
tral banks, are governed by the twin objectives of maintaining 
monetary stability and of ensuring the success of Government’s 
borrowing programme. If the Bank wants to restrict the supply 
of money and the flow of bank credit, it will reduce the quan- 
tity of securities it is prepared to buy or even sell securities, 
which will have the effect of restricting the reserves of banks 
and of lowering prices of Govemraent bonds, raising their yield. 
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^On the other hand, if the Bank wants to bring about monetary 
expansion, it will considerably reduce its sales or actively pur- 
chase securities and thus create reserves; the Government bond 
prices would rise. The open market operations of a central 
bank thus influence the pattern of interest rates on Government 
securities, and since these rates set the pattern for interest rates 
in the economy as a whole, their influence is widespread. 

Not always are the objectives of the Government and the 
•central bank identical in the matter of open market operations 
and interest rates policy. Sometimes the Government may want 
a low interest rate in order to keep down the interest burden on 
public debt or assist the growth of investment and employment, 
and this may necessitate purchase of securities by the central 
bank. On the other hand, in the interest of monetary stability, 
the central bank may like to pursue a restrictive policy and 
allow the interest rates to go up. Such conflicts between the 
Treasury and the central bank are not unusual though they are 
rarely prolonged, for in the long run there cannot be any con- 
flict between Government and the central bank in the matter of 
basic objective of economic policy, for which Government has 
the responsibility; the central bank’s role is that of an adviser 
and perhaps a moderator. 

In the buying and selling of Government securities too, 
stock brokers play a very important role. In view of the fact 
that transactions in Government securities are of very large 
magnitude, generally speaking, the bulk of the business is 
handled by a relatively small number of brokers. Hundreds of 
small brokers no doubt handle purchase and sale of Govern- 
ment securities but the aggregate of their business is small. The 
bulk of the business passes through the Reserve Bank’s brokers 
who number about 30, taking all the three important centres, 
namely, Bombay, Calcutta and Madras. For many years now, 
the practice has developed for banks, insurance companies and 
investors like the port trusts to do business, now and then, di- 
rectly with the Reserve Bank rather than through the brokers, 
whenever the securities to be sold or bought are of large magni- 
tude, but the Reserve Bank tries to discourage this by charging, 
in effect, brokerage in such cases. It is advantageous to go 
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through brokers, as far as possible, since that makes for greater 
competition, which is good for both the sellers and buyers. 

Another distinguishing feature of the Government securi- 
ties market, in India as everywhere else, is that unlike the mar- 
ket for shares it is not an 'auction’ market; it is an over-the- 
counter market. The average size of the transactions is so large 
that each purchase and sale has to be negotiated. This is not to 
say that much competition is not prevalent in the Government 
securities market. On the contrary, there is keen competition 
for business among the brokers and jobbers. In the result, very 
fine quotations are obtained by the sellers and buyers, who 
are, as already mentioned, mostly institutional investors, who 
generally do a good job of bargain hunting. 

It is true that to the extent that institutional investors are 
compelled to invest a specified part of their assets in Govern- 
ment securities, the market for these securities is not quite free. 
Also, as already mentioned, the operations of one institution, 
namely, the Reserve Bank, dominate the market. In some 
countries, in particular the U.S.A., the central bank confines its 
operations mostly to very short-dated Government securities and 
Treasury bills, with the result that the trading in and prices of 
relatively long-dated securities are largely left to the free-play 
of the forces of supply and demand. In India, the Reserve Bank 
operates in securities of almost ail maturities. This is a flexible, 
and broadly speaking, correct approach. Inevitably, this means 
that the Reserve Bank exercises some control over long-term 
interest rates too and there is nothing wrong in this, particularly 
since the Bank is rather well qualified for taking a reasonably 
correct view of the pattern of rates that should prevail. 

The arrangements for the distribution of new loans by 
Government are not much different from those of any joint 
stock company’s issue, except that institutional investors, in 
particular banks, are the principal subscribers to the loans. 
Stockbrokers are also of assistance in the issue of the loans, 
though their role is much less significant than in tlie 
case of company issues. Also, in the case of Government loans, 
there is no underwriting, though insofar as the Reserve Bank 
has the responsibility of making the Government loan issues a 
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success and tenders its own subscription to the issues, it may be 
said there is underwriting. It should, however, be noted that 
while this has always been the position so far as Central Gov- 
ernment loans go, in the case of the State Government issues, tiU 
some years back, there used to be underwriting. In those days. 
State Government borrowing was not large and the State Govern- 
ment issues did not have much marketability. But things have 
since changed a great deal. Borrowing by State Governments is 
now substantial, for the purpose of the implementation of the 
Five Year Plans, and the investors are also taking greater inte- 
rest in these securities. They are very much more marketable 
than they were about 10 years back. Besides, since the attain- 
ment of Independence, the State Governments have also been 
doing much to mobilise local support for their loans. As re- 
gards life insurance funds, whereas formerly the support of the 
premier life insurance companies for the State issues was un- 
certain, now the LIC, as a national institution, takes interest in 
all the State Government issues. In the result, the marketability 
of the State Government issues has increased considerably. The 
discontinuance of the floatation of State Government issues and 
the issue by the Central Government of correspondingly larger 
amounts out of which the State Governments ought to get a 
share has been suggested, but rightly the suggestion has not 
been acted upon except once. There is need to mobilise local 
support and although institutional investors of all-India type 
constitute the principal subscribers to State Government issues, 
the local support is not of insignificant dimensions. 



Chapter 9 

FINANCE FOR RURAL INVESTMENT 

General 

The discussion so far has related, by and large, to the 
organised sector of the capital market, especially concerning the 
provision of finance for industry. There is, as in the case of 
the Indian money market, a not insignificant unorganised sector 
of the capital market also, which meets the credit requirements 
of various types of activity, including manufacturing, residential 
housing and agricultural operations. In the earlier chapters, 
some reference has been made to the financing of small-scale 
industry and in particular to the increasing measure of Govern- 
ment assistance in this behalf. In the matter of housing also. 
Government assistance is growing, though it is still of relatively 
small dimensions as compared to aggregate investment in hous- 
ing, which probably accounts for about 30 per cent of the entire 
private sector investment. The flow of institutional finance for 
housing, that is, through banks and insurance companies, is also 
very small though, as mentioned in the earlier chapters, there is 
likelihood of a significant stepping up of assistance for housing 
from life insurance funds. A good part of the outlay needed 
for housing is, therefore, financed by the savings of the owners 
themselves and, to some extent, through borrowing from other 
individuals, though data on the magnitude of such borrowing 
are not available. In India, there are no institutions compar- 
able, for example, to the building societies of the U.K. for the 
provision of finance for construction activity. Co-operative 
housing societies have been increasing in number, but their ope- 
rations are on the whole of small dimensions. As already men- 
tioned, there is a proposal to set up State housing finance cor- 
porations to mobilise and channelise saivings for building activity; 
in some of the States housing boards are in existence, these 
having much in common with housing finance corporations. In 
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the rest of this chapter, however, the financiog of rural iavest- 
ment will b© discussed. Since agricultural income constitutes 
roughly 50 per cent of the national income, it is only proper 
that the problem of capital formation in agriculture and its 
financing are dealt with separately in some detail. 

Till a few years ago, one of the most important problems 
concerning the rural sector was the large magnitude of indebted- 
ness of the farmers, particularly since the bulk of it was of an 
unproductive character. Thanks to the substantial increase in 
commodity prices during the World War II, the burden of the 
rural debt diminished considerably. Perhaps the outstanding 
level of debt also recorded a decline. In the post-war years the 
burden of past debt no doubt declined further but it is not cer- 
tain that the outstanding sum witnessed a decline. Besides, the 
Government has also taken action over the last two decades or 
so in scaling down outstanding agricultural debt and in regulat- 
ing interest rates. 

Investment in the Rural Sector 

In recent years, the need for stepping up rural investment 
and for ensuring adequate finance for this has received consi- 
derable attention as part of planned development. The magni- 
tude of outlay by Government itself is now of fairly large dimen- 
sions. In the First Five Year Plan, public sector outlay on agri- 
culture was of the order of Rs. 300 crores and on irrigation 
something like Rs. 350 crores, together constituting 32 per cent 
of the total outlay in the public sector. In the Second Plan 
period, public sector outlay on agriculture is placed at about 
Rs. 570 crores (including outlay on minor irrigation of Rs. 66 
crores) and on irrigation at about Rs. 460 crores, together 
accounting for about 22 per cent of the total outlay. A substantial 
part (about 40 per cent) of the agricultural outlay is in the nature 
of current outlay, the rest constituting investment outlay. 

Comprehensive and continuous data regarding investment in 
agriculture by the private sector are not available. The most im- 
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portant source of data is the Report of the All-India Rural Credit 
Survey conducted by the Reserve Bank of India in the year 
1951-52. This survey covered 600 villages selected from 75 dis- 
tricts all over the country. The survey data as well as the all- 
India estimates for the entire rural sector based on the sample 
of 600 villages are naturally subject to some limitations. Not- 
withstanding these, the data are reasonably useful and indicate 
broadly the pattern of rural investment, savings and indebted- 
ness. As already mentioned, these data are available only for 
one year, namely. 1951-52. A follow-up survey covering the 
year 1956-57 has been completed in respect of 11 districts. The 
report of this survey is not yet available, but a brief reference 
to it has been made in a paper entitled Financing of private in- 
vestment: some preliminary estimates, submitted by the Depart- 
ment of Statistics and the Division of Development and Plann- 
ing of the Economic Department of the Reserve Bank of India 
to the Planning Commission’s Panel of Economists iii August 
1959. 

According to the All-India Rural Credit Survey, the gross 
expenditure on capital investment in agriculture (excluding pur- 
chase of land and livestock) amounted to Rs. 300 crores in the 
year 1951-52; for the same year, gross capital expenditure on 
rural housing and other non-farm expenditure in the rural sector 
is placed at Rs. 250 crores and Rs. 100 crores, respectively, 
making a total of Rs. 650 crores. But these figures include not 
only depreciation, that is replacement expenditure, but also ex- 
penditure on repairs and maintenance. The Rural Credit Survey 
Committee has made ad hoc allowances for the maintenance 
and repair elements at Rs. 50 crores for investment in agricul- 
ture and Rs. 80 crores for rural housing; exclusive of repairs 
and maintenance, the Committee’s estimate of expenditure on 
agricultural investment and rural housing for the year 1951-52 is 
thus Rs. 250 crores and Rs. 170 crores, respectively. These are 
inclusive of expenditure by way of depreciation and replace- 
ment; that is to say, these are not in the nature of net invest- 
ment figures. In respect of other non-farm rural expenditure, 
however, the Committee h^ not indicated the portion relating 


Finance for Rural Investment 


239 


to repairs and maintenance, on account of lack of detailed in- 
formation regarding the composition of this expenditure. 

In the Reserve Bank’s paper on private investment, referred 
to above, rough estimates have been given for investment 
in agriculture, rural housing and other non-farm rural invest- 
ment in the First and Second Plan periods, on the assumptions 
that net investment constituted 50 per cent of gross investment 
and that the ratio of investment in those sectors to agricultural 
income for the year 1951-52 remained constant in the remaining 
years of the First Plan and the whole of the Second Plan. It 
would appear that the data collected in the follow-up survey for 
the year 1956-57 broadly confirm the assumption regarding the 
constancy of the ratio between rural investment and agricul- 
tural income. For the year 1951-52, the ratio of net investment 
in agriculture to agricultural income was 2.5 per cent, the corres- 
ponding ratio for rural housing being 1.7 per cent. On this 
basis, the Reserv^e Bank’s paper has arrived at the figure of net 
investment in agriculture in the First and Second Plan periods 
at Rs. 600 crores and Rs. 700 crores, respectively, estimates for 
investment in rural housing being Rs. 410 crores and Rs, 480 
crores. It should be emphasised that these figures relate only to 
monetised investment. As regards non-farm business invest- 
ment, the Rural Credit Committee was not sure of the compo- 
sition of the gross capital expenditure, under this head, of Rs. 
100 crores which it estimated. The Reserve Bank paper, re- 
ferred to above, on the basis of this figure, has ventured into 
giving an estimate of Rs. 225 crores as the net investment for the 
whole of the Second Plan period. 

Details are also available in the Rural Credit Survey Report 
regarding the distribution of the gross capital expenditure of 
Rs. 300 , crores for the year 1951-52 among the various items. 
These are . given below. 
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TABLE 49 


DISTRIBUTION OF GROSS RURAL CAPITAL EXPENDITURE 
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Reclamation of land 

23.3 

0.6 

23.9 

8.0 

Bunding and other land improvements ... 

41.4 

0.9 

42.3 

14.1 

Digging and repair of wells 

54.5 

1.8 

56.3 

18.8 

Development of other irrigation resources 

17.1 

0.2 

17.3 

5.8 

Laying of new orchards and plantations 

26.0 

0.1 

26.1 

8.7- 

Purchase of implements, machinery and 





transport equipment 

56.5 

0.8 

57.3 

19.1 

Construction of farm houses, cattle 





sheds, etc. 

25.7 

0.3 

26.0 

8.7 

Miscellaneous capital expenditure in 





agriculture 

50.1 

0.3 

50.4 

16.8 

Total 

294,6 

5.0 

299.6 

100.0 


As may be expected, the major portion of rural invest- 
ment is financed out of the owned resources of the rural popu- 
lation. The following table gives the proportions of self-financed 
gross capital expenditure in agriculture, rural housing, etc. 

TABLE 50 

PROPORTION OF SELF-FINANCED 
RURAL CAPITAL EXPENDITURE 


Item Proportion of expendi- 

ture financed by owned 
resources 
(per cent) 


L Capital expenditure in agriculture 

(i) Purchase of land 45.9 

(ii) Purchase of livestock 42,5 

(iii) Other capital expenditure in agriculture 66.5 


Total 


54.2 



Finance for Rural Investment . 241 

TABLE 50 (Contd.) 


Item Proportion of expendi- 

ture financed by owned 
resources 
(per cent) 


2* Capital expenditure in non-farm business 45.2 

3. Construction and repairs of residential 

houses and other buildings 70.7 

4. Repayment of old debts 74.5 

5. Financial investment expenditure 93.6 


So far as agricultural investment goes, owned resources account- 
ed for 54 per cent of investment, if purchase of land and live- 
stock also is taken into account; excluding these, the propor- 
tion was higher at 66.5 per cent. Likewise, the share of owned 
resources in respect of construction and repairs of residential 
houses was high at 71 per cent. As regards non-farm business, 
owned resources were relatively small at 45 per cent. This shows 
that there is not inconsiderable dependence on outside resources 
in the field of rural investment. Of course, the rural population, 
like the urban population, requires to borrow money not only 
for investment purposes but also for current farming operations, 
even as manufacturing industry requires working capital. Be- 
sides, there is also substantial borrowing for non-agricultural 
purposes, in particular, for current consumption and for cere- 
monial expenditure. In the Report of the All-India Rural Credit 
Survey, details are available regarding the purposes for which 
the rural families borrow. The data are given below. 

TABLE 51 

PURPOSES OF RURAL BORROWING 


Purpose of Borrowing Borrowings for the Purpose as 

Percentage of Total Borrowings 


All-Families 

Cultivators 

Non- 

cultivators 

1. Capital expenditure on farm 

27.8 

31.5 

6.0 

2. Current expenditure on farm 

9.3 

10.6 

I.l 

3. Non-farm business expenditure 

6.6 

4.5 

18.5 

4. Family expenditure 

50.2 

46.9 

69.9 

5. Other expenditure 

5.7 

6.0 

4.4 

6. More than one purpose 

0.4 

0.5 

0.1 


Total 


100.0 


100.0 100.0 


242 The Capital Market of India 

It will be seen that as regards both cultivators and non- 
cultivators, family expenditure constitutes the largest item. It 
should be stated that family expenditure includes construction 
and repairs of residential houses. The next important item in 
respect of cultivators is capital expenditure on farm, while in 
the case of non-cultivators it is non-farm business expenditure. 

Sources of Rural Borrowing 

We may now turn to the sources of credit in the rural sec- 
tor. We have again to refer to the data for the year 1951-52 
published in the Rural Credit Survey Report, which are pre- 
sented in Table 52. The data refer to gross borrowing during 
the year 1951-52, which for cultivators aggregated to Rs. 750 
crores and for non-cultivators to Rs. 125 crores. For the cultiva- 
tors, it will be noticed that Government and institutional finance 
play a very minor role, accounting for 3.3 per cent in the case of 
Government and 3.1 per cent in the case of co-operatives. The 
commercial banks provide an insignificant share, namely, 0.9 per 
cent. The most important source of rural credit is the money- 
lending class, both agriculturist moneylenders and professional 
moneylenders, accounting for a total of about 70 per cent. The 
other important category is relatives, accounting for about 14 
per cent of the total borrowing. The relative importance of each 
credit agency naturally varies from one item of investment ex- 
penditure to another. Thus. Government finance was relatively 
more important in the case of investment or long-term borrow- 
ing than in respect of current or short-term borrowing; the oppo- 
site was the case in respect of co-operative finance. 

As at the end of the year 1951-52, the average outstanding 
indebtedness per rural family was Rs. 283; in the case of culti- 
vators the figure was Rs. 364 and in the case of non-cultivators 
Rs. 129. Multiplying these figures by the number of cultivator 
and non-cultivator families, we get the outstanding rural debt at 
Rs. 1302 crores and Rs. 245 crores. respectively. The pattern 
of credit agencies in respect of the outstanding rural debt was 
more or less the same as that of gross borrowings during the 
year. Moneylenders were the most important source, account- 
ing for 72 per, cent of the total debt of cultivator families. 
Pebt owed to Govecnment and co-operatives formed 3.9 per 
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Source: All-lncti(t Rural Credit Survey Report, Volume I, Part I. 
Note: The data relate to gross borrowing (luring the year. 
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cent and 3.7 per cent, respectively. It should be emphasised 
that these figures relate to borrowing for all purposes, for agri- 
cultural investment, current farming operations as well as for 
other purposes, including consumption. 

Co-operative Finance 

The relative unimportance of institutional finance in the 
rural sector is not difficult to explain if regard is had to the 
nature of the agricultural economy in India. Indian farming is, 
by and large, of subsistence variety and even today it is much 
of a gamble on the monsoon. The average landholding of the 
farmer is small and uneconomic. The commercial banks, which 
are run essentially on business principles, cannot in the ordinary 
course be expected to take much interest in the financing of 
agriculture, both current operations as well as investment. The 
co-operative form of organisation which has been in vogue for 
over 50 years also made comparatively little progress till re- 
cently. In fact, the general verdict on the co-operative move- 
ment was that it was a failure. The report of the 

Rural Credit Survey Committee gives an exhaustive and 
illuminating analysis of the causes of failure of the 

co-operative system. What is worth mentioning is that 

the authorities, that is to say, the Government and the 

the Reserve Bank, came to the conclusion that though the co- 
operative movement had failed, it must be made to succeed. The 
Rural Credit Survey Committee made a number of far-reaching 
recommendations for putting the co-operative system on a sound 
basis; these recommendations are generally being implemented 
with promptness, though in the last one year or so progress has 
probably been slowed down on account of controversy over the 
questions of the appropriate size of co-operative societies at the 
village level and the participation of Government in the share 
capital of village societies. The basic approach of the Rural Cre- 
dit Survey Committee was the creation of an integrated credit 
structure based on three fundamental principles, namely. State 
partnership at different levels, full co-ordination between credit 
and other economic activities, especially marketing and process- 
ing, and administration through adequately trained and efficient 
personnel responsive to the needs of the rural population. The 
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Reserve Bank of India has been assigned a crucial role in this 
scheme of integrated credit. As already mentioned, the Bank has 
implemented many of the recommendations. In particular, the 
scale of accommodation given by the Reserve Bank to the co- 
operative system has risen substantialy in recent years; the out- 
standing advances rose from something like Rs. 6.5 crores in 
June 1952 to Rs. 78 crores at the end of 1959. 

Land Mortgage Banks 

The bulk of assistance provided by the co-operative soeie- 
ties is short-term in nature for current agricultural operations 
and marketing of crops. A small portion is also in the nature 
ot medium-term credit for purchase of implements, livestock, 
etc. Thus, in the year 1957-58, the primary agricultural credit 
societies loaned Rs. 13,46 crores by way of medium-term credit 
out of total loans of Rs. 82.59 crores. For the provision of long- 
term finance for agriculture, special institutions have been set 
up, namely, the land mortgage banks. These institutions, which 
are organised on a co-operative basis, provide long-term 
credit both for purposes of redeeming past debt to moneylenders 
as well as for agricultural improvement, the latter purpose being 
now of increasing importance. The loans are given 
against the mortgage of land, generally not exceeding 50 per cent 
of the value of the land, subject to stipulated absolute limits, 
though most of the loans are for amounts less than Rs. 5,000. 
The period of the loans varies upto 20 years, though latterly, 
loans are being made for relatively shorter periods. The land 
mortgage banks obtain resources principally through the issue 
of debentures which are generally guaranteed by the respective 
State Governments in respect of payment of interest and the re- 
payment of the principal; they are, therefore, trustee securities. 
The Reserve Bank regularly subscribes tO' these debentures, 
though latterly it has not had to take up more than 5 per cent 
on an average; it can also lend against these debentures, if they 
carry the State Government guarantee. The co-operative institu- 
tions themselves constitute the largest contributing group, ac- 
counting for about 50 per cent in 1957-58. The State Bank of 
India has also begun to subscribe regularly to the debentures. 
The land mortgage banks, as will be indicated later when the 
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statistics of these and co-operative societies are described, have 
made comparatively little prepress. At the end of June 1958, 
for instance, the outstanding loans made by the land mortgage 
banks to individuals was of the order of Rs. 20 crores only, 
which is just a flea-bite as compared to the requirements of the 
rural sector. 

Government Finance 

The comparatively small magnitude of Government finance 
for agriculture is also not difficult to understand, in view of the 
inflexibility associated with direct lending by Government, the 
special characteristics of agriculture and finally the comparative 
lack of interest among the Government as well as the people, 
until the attainment of Independence, in economic development. 
Until the advent of the Grow More Food campaign during 
World War II, loans by State Governments to agriculturists 
(commonly known as taccavi loans) were given chiefly under the 
Land Improvement Loans Act, 1883, and the Agriculturists’ 
Loans Act, 1884. The rules governing the issue of loans under 
the two Acts are framed by individual States, and vary to some 
extent from State to State. Under the Land Improvement Loans 
Act, loans can be given for effecting any improvement in land, 
‘improvement’ being defined as any work which adds to the 
letting value of land. The Agriculturists’ Loans Act enables 
Government to give loans for relief of distress, purchase of seed 
or cattle, or for any other purposes not specified in the Land 
Improvement Loans Act but connected with agriculture. Under 
the Grow More Food campaign, financial assistance to State 
Governments for approved schemes was given by the Govern- 
ment of India in the form of loans and grants. Loans were 
given for permanent schemes of a remunerative nature like minor 
irrigation and land improvement works. Subsidies were given 
for small private irrigation works and such other schemes and 
for seeds, manure, etc. An important aspect of Government 
finance in recent years has been that connected with the rehabi- 
litation of displaced persons. 

The actual disbursement of funds by Government has been 
on the whole small. This is fSUTtly: on account of the usual ad- 
ministrative impediments in the way. of disbursement of funds 
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by Govemaient and partly due to inadequacy of Govemment 
resources. There have also been widespread complaints regard- 
ing corruption of Government personnel in granting loans. It 
would also appear that since Government finance is usually ad- 
vanced on security of immovable property, generally the rela- 
tively well-to-do type of farmers are the beneficiaries of loan 
assistance from Government. Further, much of Government 
finance is of the distress type, that is, for providing relief in cases 
of famine, drought etc. During and since the war years, however, 
the scale of Government assistance has been larger mainly to 
step up the food output. It should also be mentioned that while 
on the average Government finance is of small magnitude, in 
particular areas it is of considerable importance. 

Moneylenders 

It was mentioned earlier that private financial agencies, in 
particular moneylenders, both agriculturist and professional, 
constitute the most important source of rural credit. The opera- 
tions of moneylenders have been subject to much criticism, the 
main points of attack being that rates of interest are high and 
that credit is extended indiscriminately for unproductive pur- 
poses. While, undoubtedly, the moneylenders have been guilty 
of these charges to some extent, it would appear that the critics 
have been unduly harsh on them. They have failed to appre- 
ciate the peculiar characteristics of agriculture and the enor- 
mous risks involved in lending to the agricultural classes. As 
already mentioned, the record of the co-operative system, for all 
the patronage and supervision of Government and the Reserve 
Bank, and that of the Government itself as a direct lender, has 
been very poor. Judged in this context, the record of the private 
moneylenders comes out in somewhat better shape. The high 
rates of interest charged by the moneylenders reflect, apart from 
the risks involved, the inherent shortage of savings in the rural 
economy. In order to minimise the injurious character of private 
lending, legislative action has been taken, primarily to regulate 
the rate of interest. The Usurious Loans Act of 1918 is the 
earliest enactment in this connection, but this remained a dead 
letter. Consequently, during the last two decades or so, legis- 
lation has been enacted by the State Governments to regulate 
the activities of the moneylenders. The most common features 
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of the Acts are the registration or licensing of moneylenders 
(who are required to maintain proper books of accounts) and 
fixation of maximum rates of interest on secured as well as 
unsecured loans. These rates vary from State to State; thus, the 
rate for unsecured loans varies from 5| per cent in Madras to 
24 per cent in Uttar Pradesh. But it is known that even this 
Act has not been, by and large, effective, mainly because alter- 
nate sources of credit were not adequately developed. This 
aspect of the matter received the special attention of the Reserve 
Bank Committee on Rural Credit Survey. The Committee 
favoured the substitution, as early as possible, of the private 
moneylending agency by institutional credit, that is to say, the 
cooperative agency and also to some extent, direct Government 
lending. As already mentioned, the magnitude of lending by 
the co-operative organisation has been rising substantially. Even 
so, perhaps it will be many years before the private moneylend- 
ing agency is reduced to a minor position as a source of rural 
credit. The main characteristics of private moneylending agency 
are its remarkable speed and flexibility of loan operations. How- 
ever, the important factor that is tending to discourage the ope- 
rations of private moneylenders is not the moneylending legisla- 
tion as such, as the sweeping changes in the laws relating to 
ownership and tenancy of land. It is probable that the more 
well-to-do moneylenders are gradually turning to the establish- 
ment of rice mills, cottage industries, etc., etc. As a result of 
these various factors, there is no doubt that the importance of 
the co-operative credit system will grow rapidly. 

Credit Needs of Agriculture and Problem of Mobilisation of 
Rural Savings 

In agriculture, as in manufacturing, credit is required both 
for production and marketing. The various steps that have been 
taken to expand the flow of institutional and Government credit 
to the rural sector will assist predominantly marketing as well 
as current agricultural operations. In other words, the flow of 
credit for long-term investment in agriculture is still likely to be 
of small dimensions. It is true, as already mentioned, that in- 
vestment by Government itself in projects of agricultural im- 
provement and irrigation will take care of a substantial part of 
the requirements of rural investocnt. Even so, there would be 
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aeed for a considerable measure of private investment* How- 
ever, it conid be argued that insofar as the short term require- 
ments of the rural population are satisfactorily met by institu- 
ticmal agencies the agriculturist could divert his own resources 
to long-term investment. Since rural investment is largely labour 
intensive it may be considered that given proper organi- 
sational effort it should not create much of a financing problem. 
A fuller utilisation of the potential labour force of the agricul- 
turisfs family itself as well as joint effort by the agricultural 
families should do the trick to a large extent. The Government 
has fully realised this and an important objective of the commu- 
nity development programme is to mobilise the rural labour in 
rural investment. So far, not much has been achieved in this 
direction, and it may not be realistic to pin too much faith to 
this, which means normal arrangements for the provision of 
finance have to be thought of. 

In connection with the organisation of farming itself, an 
important decision taken by Government recently is the en- 
couragement of co-operative farming. This has met with a lot 
of opposition and, in fact, was one of the developments respon- 
sible for the establishment of a new political party. Whether 
or not co-operative farming is desirable and practicable, there 
can be no two opinion regarding the need to develop service 
co-operatives. 

There is also the problem of mobilising, to a larger extent 
than is now being done, monetary savings in the rural sector. 
It is true that per capita incomes in rural areas are very small, 
but even small per capita additions to savings in a sector that 
accounts for about 50 per cent of the national income will be of 
considerable assistance. An important form of saving in the 
rural areas is gold and silver to which a brief reference has al- 
ready been made in Chapter 1. This is a habit which is slow 
to die and upto a point has to be tolerated. However, with the 
various measures taken recently to curb smuggling of gold, the 
investment by the community as a whole in gold is likely to 
have come down. Positive steps should also be taken to divert 
savings to other media, in particular small savings. In recent 
years, the postal department has embarked on a substantial ex- 
pansion of the postal savings banks, but there is undoubtedly 
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scops for accelerating the pace. The small savings organisation 
is gearing itself to mobilise larger resources from the rural as 
well as urban areas. In this connection, it is for consideration 
whether the rates of interest paid on the postal savings bank 
deposits cannot be raised, having regard to the generally higher 
level of rates prevailing in the rural areas. There is of course 
the sixtyfour dollar question whether saving is interest elastic. 
Since it has not been clearly established that the saving is not 
interest elastic, there is no harm in trying the payment of higher 
rates, as an experimental measure, on relatively small sums,- say 
upto Rs. 2,000. In place of the present 2-|- per cent, something 
like 4i-5 per cent may be offered. Inevitably, this will put pres- 
sure on the deposit and other rates of commercial banks too, but 
one must think of the likely long-range benefits. 

The land mortgage banks have also begun recently to issue 
a special type of debentures, called rural debentures, with a 
view to tapping rural savings. These debentures, which are 
issued only to individuals, have a relatively short maturity (say 
5-8 years as compared to 15 years in the case of the normal 
series of debentures) and carry a somewhat higher rate of inte- 
rest than the ordinary issues. The debentures are being issued 
soon after harvest and kept on tap for a long time. Deposits 
are also accepted throughout the year for being exchanged 
into debentures when issued. The results so far are modest but 
perhaps they are not by any means discouraging. The Life In- 
surance Corporation is also trying to issue policies to suit the 
requirements of the rural population. These measures would 
no doubt help to mobilise larger savings, but they need to be 
supplemented by higher taxation of agricultural incomes. How- 
ever, it is weU to recognise that it is desirable not to think of 
mobilising rural savings for use in non-rural sectors. Agricultural 
investment has to expand considerably so that we may not pro- 
long unduly the significant dependence on imports. Besides, any- 
marked expansion of consumer goods industries would also re- 
quire larger flow of farm products. Therefore, there is need for 
maximising the resources available for rural investment. 

Integration of the Organised and the Unorganised Sectors. 

It was mentioned in the beginning of this chapter that the 
capital market in the rural sdiAOT is largely unorganised in 
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character. This should not give the impression that there is a 
completely water-tight division between the organised and un- 
organised sectors of the capital market, be it rural or urban. 
There is always some movement of funds between the two sec- 
tors. The Rural Credit Survey Committee made rough estimates 
.of the source of funds for the rural sector from that sector as 
well as from the urban sector (on the basis of the location of 
the lender). The four methods they employed gave widely dif- 
ferent percentages but three of them indicated that the major 
part (58 to 72 per cent) of rural borrowing was from the urban 
sector. The Committee also found that urban moneylenders 
depend to a not insignificant extent on commercial banks, for 
their working funds, in the same way as the indigenous bankers 
seek facilities for rediscount of hundies at the commercial 
banks. Urban traders also provide some finance for marketing 
of crops. Since the urban sector is subject to the influences of 
the organised capital market to a not insignificant extent, it may 
be said that the unorganised sector will feel the impact of the 
changes in the organised sector. Stringency in the organised 
market, for instance, is bound to be reflected in the unorganised 
rural and urban sectors also, but may be with a time lag; 
possibly also, the magnitude of impact, especially on the pattern 
of interest rates, may not be the same as in the organised sector. 

The co-operative credit organisation could become the 
connecting link between the organised and the unorganised 
sectors of the capital market, as in respect of the money market. 
In fact, in respect of the rural sector the distinction 
between money and capital markets is even less significant than 
in respect of the urban sector. With the rapid expansion of co- 
operative sector that has been undertaken, the unorganised 
sector of the money and capital markets will progressively de- 
crease and a unified market will emerge. 

The co-operative institutions themselves will receive pro- 
gressively larger assistance from the largest of the commercial 
banks, namely, the State Bank of India and probably from its 
subsidiaries too. Besides, the commercial banks themselves, 
the State Bank of India in particular, have embarked on a rapid 
expansion of branches in relatively smaller places. The co- 
operative and commercial banks are being given liberal remit- 
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tance facilities. Further, the debentures floated by the land 
mortgage banks are bought by financial institutions in the orga- 
nised sector. Also, warehousing facilities are being extended 
and these would further assist the flow of funds to the rural 
sector. Government is doing much, including the provision of 
financial assistance, to develop rural industries. Finally, as al- 
ready mentioned, the role of the Reserve Bank in the provision 
of rural credit has been expanding significantly. In these 
various ways, the integration of the organised and the unorga- 
nised sectors is proceeding. 

Role of the Reserve Bank 

In ail this, the role of the Reserve Bank of India is tending 
to be pivotal. Few aspects of the working of the Reserve Bank 
have been so conspicuous, in comparison with foreign central 
banks generally, as its role in the sphere of rural finance. The 
importance of agricultural credit in the scheme of central bank- 
ing was recognised quite early by the framers of the Reserve 
Bank of India Act, which contained a provision (Section 54) for 
the setting up of a special Agricultural Credit Department. For 
various reasons not much was done by the Bank in the field of 
rural credit in the first 15 years of its existence, but from 1950 
onwards progress has * been rapid, in particular after the sub- 
mission of the Report of the Bank’s Rural Credit Survey Com- 
mittee in December 1954. 

The most conspicuous feature of the Reserve Bank’s role 
in the sphere of agricultural credit is the rapid rise in the scale 
of its lending to the co-operative sector. The Bank provides all 
the three types of credit, viz., short, medium and long-term, 
though the first is the most important. The short-term credit 
is for periods not exceeding 15 months, granted to State co- 
operative banks, in respect of seasonal agricultural operations 
and marketing of crops and 12 months in respect of production 
or marketing activities of cottage and small-scale industries. The 
medium-term loans are given, for periods between 15 months and 
5 years, to State co-operative banks. Long-term loans, upto a 
maximum period of 20 years, are given to central land mortgage 
banks, and also to State Governments for enabling them 
to subscribe to, _ tte'>;ih^r.,;;^ptal of co-operative credit 
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institutions. The short and medium-term advances are mostly 
made at a concesssional rate of 2 per cent below Bank rate (which 
is at present 4 per cent). For the provision of long and medium 
term credit the Bank set up in 1956 two special Funds, of which 
the more important is the National Agricultural Credit (Long 
Term Operations) Fund, which now stands at Rs. 30 crores. 
This Fund is also used for the purchase of debentures issued by 
land mortgage banks; the Bank subscribes upto a maximum of 
20 per cent of any issue. 

The outstanding amount of the Reserve Bank’s loans and 
advances to State co-operative banks, for seasonal agricultural 
operations, as at the end of 1959 was Rs. 71 crores, as compared 
to only Rs. 6.45 crores at the end of June 1952. As of the same 
date, i.e. end of 1959, the Bank’s medium-term and long-term 
loans (to State Governments) stood at Rs. 5.7 crores and Rs. 
13.4 crores, respectively. 

Role of the State Bank of India 

The role of the State Bank of India (and con- 
sequently its associated banks) is also likely to grow 
in the sphere of rural credit. As a matter of fact, the 
establishment of the State Bank of India (as a successor institu- 
tion to the former Imperial Bank of India) was in pursuance 
of the recommendation of the Rural Credit Survey Conamittee, 
which desired the Bank to play an important role in the provi- 
sion of rural credit. The activities of the Bank in this regard 
fall into four separate but closely inter-related fields. These are:- 

(1) general assistance leading to the development of rural 
credit through provision to co-operative banks of faci- 
lities for remittance of funds and for short-term accom- 
modation, subscription to the debentures of land mort- 
gage banks etc.; 

(2) provision of financial accommodation to co-operative 
marketing and processing societies; 

(3) assistance to the scheme of warehousing in the country; 
and 



(4) co-ordination of its policies and activities with th(^ 
of the co-operative banking institutions. 

Warehousing Corporations 

Another recent institutional arrangement that will assist 
marketing and indirectly the provision of credit facilities is the 
establishment of the Central Warehousing Corporation and State 
Warehousing Corporations for the setting up of warehouses. 
These institutions work under the aegis of the National Co- 
operative Development and Warehousing Boad, an organ of the 
Central Government, set up in August 1956. The Board gets 
allotment of funds from the Central Government for investment 
in the share capital of the Central Warehousing Corporation and 
for making loans to the State Governments for subscribing to 
the share capital of co-operative societies and the State Ware- 
housing Corporations, which have now been set up in all the 
States. The Central Warehousing Corporation, which was set 
up in March 1957, has an authorised capital of Rs. 20 crores. 
As of the end of March 1959, out of a subscribed capital of 
Rs. 5.5 crores, the National Co-operative and Warehousing 
Board’s share alone was Rs. 4.0 crores. The State Bank of 
India held shares of Rs. 1 crore. 

The Co-operative Credit Structure — Statistical Analysis 

The Indian co-operative credit system is federal in character. 
At the top is the State co-operative Bank and at the bottom is 
the primary society; in between there are the co-operative 
central banks. It is the primary societies that ac- 
count for the bulk of the credit extended to the individual 
borrowers, the credit of the other agencies being given mostly 
to the primary societies. The relevant data are given in Table 
53, for the year 1957-58 (the latest year for which data are avail- 
able) and for 1951-52, the year to which the Reserve Bank’s 
rural credit survey related. The data are given for co-operative 
credit institutions only. So far as the operations of these 
institutions go, we should take into account only the sums ad- 
vanced to individuals. The adding up of the figures for all the 
types of institutions to indicate the extent of co-operative financ- 
ing would be most misleading. 
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TABLE 53 (Contd.) 




The table brings out that in the six-year period ttie co- 
operative credit system recorded a substantial growth. The 
membership more than doubled in the case of primary agricul- 
tural credit societies. The aggregate deposits of individuals, for 
all categories of co-operative credit institutions, rose from Rs. 
81 crores at the end of 1951-52 to Rs. 128 crores at the end of 
1957-58. In the same period, loans to individuals rose from 
Rs. 92 crores to Rs. 213 crores, the largest rise being in the 
case of the primary agricultural credit societies. The volume of 
credit at the end of 1957-58 constituted something like 20 per 
cent of the credit extended by the commercial banks. 

In the case of the land mortgage banks, the loans to indivi- 
duals at the end of 1957-58 amounted to a httle under Rs. 20 
crores, a very small sum indeed, It would appear that an im- 
portant reason for this is the complications arising from tenancy 
reforms in most of the States, although in one State it is stated 
that tenancy reform actually brought in larger business. In the 
last few years, the annual floatation of debentures by the central 
land mortgage banks is of the order of Rs. 3-4 crores, the 
maturity varying from 8 to' 20 years. From the data available 
for 1957-58, it would appear that a good part of the debentures 
is taken by the co-operative institutions. Thus, out of a total 
issue of Rs. 3.71 crores, the co-operative institutions purchased 
debentures for Rs. 1.83 crores. Among others, small amounts 
were bought by the Reserve Bank and the State Bank of India, 
namely, Rs. 14.87 lakhs and Rs. 36.50 lakhs. From the Reserve 
Bank’s annual report it is gathered that the Bank’s contribution 
in 1958-59 was only Rs. 1.69 lakhs out of a total issue of 
Rs. 3.13 crores by the land mortgage banks. 

It will also be observed that a very large pari of the loans 
given by the various agencies, with the exception of the non- 
agricultural credit societies, was financed by borrowed funds, 
which ultimately came from the Reserve Bank in a large 
measure. The amount of deposits of individuals in the case of 
the primary agricultural credit societies as well as their rise in 
the six-year period was of small dimensions. In the case of the 
credit societies the rise in deposits was Rs. 4 crores, from Rs. 
4.21 crores to Rs. 8.26 crores. What a grand sum, for a mem- 
bership of over 10 million! In the case of the non-agricultural 
C.M.-17 
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credit societies, the deposits are much more important, namely, 
Rs. ' 54 crores' at the end of' 1957-58 as compared to Rs. 37' 
crores at the end of 1951-52. 

It will also be noticed that the State Governments have 
contributed to the share capital of the co-operative institutions, 
the largest (absolutely as well as percentage-wise) being in res- 
pect of State co-operative banks. The total of Government’s 
contribution to share capital was Rs. 10.65 crores in respect of 
credit societies and Rs. 5.85 crores in respect of non-credit 
societies, making a total of Rs. 16.49 crores. The State Govern- 
ments have also granted loans, to a small extent, to the co- 
operative institutiions. 

It cannot be said that the rapid growth of the co-operative 
sector in recent years is entirely a healthy one. The co-operative 
credit structure has still many weak elements. There have been 
heavy overdues in respect of the loans given by the co-operative 
credit societies. The Reserve Bank of India has been doing its 
best to promote the grow'th of the co-operative organisation on 
sound lines and in particular tO' ensure that co-operative credit 
is directed primarily to productive uses and that it is promptly 
repaid. As a complement to the provision of more liberal finan- 
cial assistance, the Bank has undertaken a scheme of voluntary 
inspection of the co-operative banks. 

It is hard to say to what extent the hope of the authorities 
that 'co-operation must succeed’ will eventually be realised, but 
the experience of the last few years does not suggest that the 
hope be abandoned. 



Chapter 10 

THE PATTERN OF INTEREST RATES 

Broad Influences on the Pattern of Interest Rates. 

If price is the heart of a commodity market, the rate of 
interest, which is the price for the use of money, is the heart 
of the money and capital markets. Even as in respect of any 
commodity there is no single price — there being a complex of 
prices for the different varieties of the commodity — there is no 
single rate of interest. But this is not to say that the various 
rates are not related to one another; in fact, they are generally 
integrated into a harmonious pattern. 

Broadly speaking, the different rates of interest reflect three 
factors,.jiamely. the elem^J...of risk, the period of the loan and 
the marketability or liquidity^, of the security. The greater the 
probability and magnitude of risk the higher the rate. Likewise, 
the longer the period of the loan, the higher the rate, not so much 
because of the risk of default as that of depredation in the capi- 
tal value, on account of a po^ible rise in the rate of interest 
during the period of the loan. The greater the marketability the 
lower the rate of interest. Marketability is also influenced by 
statutory provisions and practices with regard to the transfera- 
bility of assets and the investment pattern of institutional inves- 
tors in particular. The relationship between short-term 
rates and long-term rates of interest is a very in- 
teresting aspect of the theory of interest, which it is beyond 
the scope oT this book to consider in any detail. It 
would appear that each reacts on the other "as, to some extent 
at least, long and short-term bcMTOwings are alternatives. If 
the long-term rate is steadUy rising, for instance, the short-t^m 
rate should also .rise sinc e th ere woi dd be a tend ency" fo r the 
borrowers to switch from long to short-term loans, and for 
lenders to shift funds into the^o^^^SnEnEEfK'^JThe short- 
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term rates proper are those -wJiicL-nile ., in the money market, 
namely, inter-bank call rate, th e T reasury bill rate, the commer- 
cial bill rate, the deposit and , lending rates of commercial and 
co-operative banks and finally the bank rate, which is the lend- 
ing rate of the cehffaT'bankC The long-term jrates or the capitd 
market rates refer to the Government and corporate bond rates, 
jdeld on ordinary jand preference shares etc. It is observed that 
the amplitude of variabieins* of the long-term rate is smaller than 
that of the short-term rate. For instance, during a period of sharp 
rise in the short-term rate, the long-term rate would rise less 
sharply and generally be below the short-term rate, while in a 
period of rapidly falling short-term rate, the long-term rate would 
decline less and also be higher than the short-term rate. The long- 
term rate is in the nature of a mean of the short-term rates. 


It has been mentioned earlier that there, is no water-tight 
division between the money and capital markets. Funds move 
both ways, but there are also liinits to this flow, depending upon 
the nature of business of the borrower and the lender and also 
on the legislative provisions concerning investment of institu- 
tional funds. In India, institutions like the Life Insurance Cor- 
poration and provident funds are compelled to invest a sub- 
stantial part/whole of their funds in Government securities, no 
matter what the rate of interest is. Apart, from statutory res- 
trictions, different investors have different preferences, which are 
not always rational. In other words, there are a number of 
separate sub-markets of the capital market, there being always 
an inter-sectoral flow, sometimes large and sometimes ’small. 
Consequently, there is a complex of interest rates. 


It is necessary to _mention that to a substantial extent 
fiscal an'd rnbhetary pohcies qlsQ,mfluence4he- pattern of interest 
rates. In the present day world. Government is an important 
borrower of funds and its borrowing operations exercise a pro- 
found influence on interest rates. SincejQovemment is generally 
a borrower.,.Df. 4‘®^Aerm- .aa weIL.a&Jong;tem it influ- 
ences the short-term^s weU asjpng-tg^^ In fact, the rate 

at which the Government borrows is general ly considered to 
he t he rate of Treasury- bill, rate is cppsidered 

to be the typigaL or representative shor t-term rate, while the rate 
on long-tetn3-43oKernmeut bcmds is regarded as the long-term rate 
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of interest. In few countries does the Government have to face the 
full competition of other borrowers for funds; k is generally a 
preferential or favoured borrower. Also, the Government could 
approach the central bank for accommodation, both short-term 
and long-term, though in a few countries there are restrictions on 
the resort to the central bank. 

The fiscal operations of Government directly affect the in- 
ducement of the public to invest as well as the resources availa- 
ble for investment. Government has also other direct methods ©f 
regulating investment, which have been discussed briefly in Chap- 
ter 2 with reference to Indian conditions. In other words, it is not 
merely the supply of capital funds that it is subject to regulation 
but als> the demand for them. Further, some types of interest 
rates are subject to direct Government regulation. 

The policies of the central bank too exercise an important 
influence on the pattern and movement of interest rates. Gene- 
rally, the central bank’s influence is predominant in the case of 
the short-term or money market rates. The traditional view is 
that the central bank should deal only in short-term assets; 
that is, lend short-term only and hold short-term paper only, 
the most desirable ones being the commercial bill of exchange 
(not important these days) or the Treasury bill. The long-term 
rate, on the other hand, should be determined by the free-play 
of forces of supply of and demand for capital funds. The pre- 
sumption behind the above reasoning is that central bank credit 
is inherently inflationary and that such credit should not be em- 
ployed in the market for long-term funds lest it should lead to 
distortion of the pattern of investment, which must be built on 
the solid foundation of genuine savings and preferences of in- 
vestors. In practical terms this means that open market opera- 
tions should be confined to Treasury bills and other short-dated 
Government bonds. This view is now held most tenaciously in the 
U.S.A., but elsewhere, although there is broad support for this 
view, it is not adhered to rigidly. Central banks engage in the 
purchase of even long-term securities. 

Finally, interest rates in a country are influenced by the rate 
structure in other countries, provided there is no obstacle to the 
free movement of funds. There are not many countries today 
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which permit free movement of funds across the national fron- 
tiers, though in the last few years, the war and post-war res- 
trictions have been eased. Even otherwise, there is always a 
certain reluctance to invest in foreign countries. However, 
within Western Europe, between the U.S.A. and Western Europe 
and between the U.S.A. and Canada, there is a fairly large flow 
of funds, with the result that changes in the rate of interest in 
one country produce changes in the others in the saone direction, 
the extent of the change and the time lag varying from country 
to country, depending on its international economic position. 

The Interest Rate Structure in India 

With the above background, the pattern of interest rates in 
India may now be studied. The rates of interest prevailing in 
the organised sector of the- capital 'and money markets are natur- 
ally lower than those ruling in the unorganised sector, both 
rural and urban. In the organised sector, the lowest rates natur- 
ally obtain' In respect of Government bonds and the bonds of 
quasi-Govemment bodies like municipalities and port trusts. In 
India, particularly since the inauguration of the Five Year Plans 
in April 1951, the requirements of the public sector have consi- 
derably increased and hence Government and semi-Government 
bodies account for the major share of the funds raised from the 
market. As already mentioned, the statutory provisions are such 
that institutional investors ar e compelled to ^ inyest a large part 
of their funds in Government and semi-Government securities. 
Hence thejs.J.S-.a, certain assured investment of funds in Govern- 
ment securities. To this extent the rate of interest on Govern- 
ment bonds loses some of its significance. In other words. Gov- 
ernment is somewhat in the position of a monopoly buyer. This 
is an important reason for the Government bond yields "being 
lower than those in many of the deyelpped countries. How- 
ever, Government has to attract funds from, other classes of in- 
vestors too since the contributions .from sources dike, .the Life 
Insurance Corporation are not large enough, and in any event 
Government has to see that other holders do not disinvest their 
holdings, as otherwise the net sale of Government bonds may not 
be significant. Conseoueax tl v , the coup o u rate on Government 
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bonds has showir variations from tim^ It should also be 

noted that interest rates on securities other than Government 
bonds are much higher. 

Broadly speaking, during the war and the immediate post- 
war years the interest rates were low, in pursuance of the 'cheap' 
money policy but from 1946 onwards there was a gradual rise 
in interest rates, which gathered further momentum with the 
raising of the Bank rate (which had remained unchanged practi- 
cally since the inception of the Reserve Bank in 1935), from 3 
to 3^ per cent in November 1951. Thereafter, there was a fairly 
long period of stability. In 1956 and 1957, however, the rates 
tended to move up, as a result of acute stringency on account of 
the substantial rise in investment activity and imports. The Bank 
rate was raised to 4 per cent in mid-May 1957. But, for 
over a year thereafter there was some decline in the pattern of 
rates, both on account of the slowing down of tempo of invest- 
ment activity and the severe tightening of import restrictions, 
which led to a decline in bank credit and a substantial increase 
in bank deposits. 

An important point that has to be borne in mind in consi- 
dering the level of interest rates in India in recent years is that 
the Government has not attempted to raise through market loans 
the gap in resources between expenditure and current revenue 
and small savings receipts. There has been free resort to the 
Reserve Bank of India; the arrangement is for the Government 
to sell to the Bank what are known as ad hoc Treasury bills, 
whenever it is short of funds. This process began in the fiscal year 
1954-55 and the issue of bills reached the record figure of Rs. 476 
crores in the year 1957-58. As compared to this quantum of de- 
ficit financing, the amount raised by Government in the form of 
marketable loans has been small and in fact it could be stated 
that even that in part owed its origin to deficit financing. It is 
not suggested that it would have been possible to avoid resort to 
deficit financing altogether and raise the same resources through 
appropriate adjustment of the rate of interest on Government 
bonds. There is a definite limit to the resources that can be 
raised through borrowing, no matter what the rate of interest is. 
But what is indicated is that in the absence of the more or less 
automatic resort to the Reserve Bank, the pattern of rates would 
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have been different and certainly higher than at present, though 
in the long run deficit financing has also the effect of leading to 
higher demand for funds and an upward pattern of interest rates. 
Possibly this would have brought in larger voluntary savings, 
though the question whether saving is interest-elastic continues to 
be an unresolved one; nor is there unanimity of opinion concern- 
ing the effects of variations in interest rate on the demand fcur 
funds, for fixed investment as well as inventory' building. But 
one gathers the impression that in the discussions on the subject 
it is not sufficiently realised that the rate of interest is a price, 
which must, despite all limitations, reflect the changes in supply 
and demand and also restrain/stimulate supply and demand. It 
is perhaps more correct to say that if perceptible effects are to 
be produced, the variations in the rate of interest have to be 
rather large than to say that it has no effect at all on the supply 
of and demand for investible funds, though what constitutes a 
large’ variation differs from country to country. The rate of 
interest is still useful in separating ‘the sheep from the goats’. 

The data on the complex of interest rates in India in the 
last few years are presented in Tables 54- 61. They relate to 
(i) short-term as well as long-term rates, (ii) the borrowings of 
Government and semi-Government bodies, (iii) joint stock com- 
panies, (iv) lending rates of co-operatives and land mortgage 
banks and (v) the lending rates of the various financial corpora- 
tions. Further, data are also given on the average yield on Gov- 
ernment securities and ordinary shares of joint stock companies, 
that is, dividend expressed as a percentage of the market value 
of the shares. Dividend is not pure interest; it includes an im- 
portant element of profit. In other words, the yield on ordinary- 
shares reflects both the prevailing rate of interest and the profit- 
ability of the company. 

It will be noticed that the interest rate on semi-Government 
bonds is only slightly higher than that of Government bonds, 
which is explained by the fact that these bonds carry Govern- 
ment guarantee; also, the rate offered on State Government 
bonds is slightly higher than that on the Central Government 
bonds, which is the key rate, how ruling at about 4 per cent for 
long dated issues. The lending rates of the various financial 
corporations, namely 6 - 7 pet. cent, are 2 to 3 per cent higher 
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TABLE 55 

USUAL RATES OF INTEREST CHARGED BY CO-OPERATIVE' 
' PRIMARY ' CREDIT SOCIETIES DURING 1957-58 ' 


Nature of Society Rate (per ceat per annum) 


L 

Small agricultural credit societies 

■ ' 6i ~ 

10 

2.' 

Large-sized agricultural credit societies 

6i ~ 

10 

3; 

Agricultural marketing societies 

~ 

9-1 

4... 

Non-agricultural credit societies 

6i - 

9i- 


Source*. Statistical Statements relating to the Co-operative Movement 
in Indm 1957-58. 


than their borrowing rates, which is necessary to cover their, ad- 
ministrative expenses and provision for reserves. In the case of 
the co-operative institutions taken as a whole, however, the rates 
which are charged by the primary credit societies (which vary 
from State to State and from society to society, the usual rates 
ranging from 61 to 10 per cent) are substantially higher than the 
rate of 2 per cent at which the Reserve Bank provides most of 
the funds to the State co-operative banks; this is partly due to 
the fact that the State co-operative banks and the co-operative 
central banks have to keep a margin to cover their expenses. One 
gathers the impression that to a not insignificant extent the cost 
of co-operative credit in a number of States is almost as high as 
that provided by indigenous bankers and moneylenders. It 
must, however, be mentioned that the Reserve Bank has been 
making earnest efforts to bring down the rates charged by the 
co-operative institutions to the ultimate borrower. 

It will also be seen that the rates of interest on securities 
offered by the joint stock companies are significantly higher than 
those on Government and semi-Government issues. The spread 
is of the order of about 2 per cent in respect of debentures and 
3 - 3| per cent in respect of preference and ordinary shares, on 
an average. Debentures of good companies now carry a rate of 
about 6^^ per cent (taxable), while smaller companies, in parti- 
cular the plantation companies, have to pay 6-7 per cent tax 
free. Preference shares carry a rate of 6^-7 per cent, free of 
income tax. A part of the spread, over and above the rate on 
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TABLE 57 


INTEREST RATE ON LOANS OF MUNICIPALITIES, 
PORT TRUSTS ETC. 


Year of 

Coupon 

Issue 

Redemption Yield 

Period of 

Issue 

Rate 

Price 

at Issue Price 

Maturity 

Port Trusts 





^ 1951 . ' 

"'210/ 

2 , 0 

99.25 

3.59 

10 years 

1953 

4, o..' 

AS 

99.25 

4.09 


1,953 ; 

/c , 

97.00 

4.18 

30 years 

1955 

4 % 

97.25 

4.16 

9S 

1956 

4 % 

4i% 

97.25 

4.16 

yj 

1957 

99.50 

4,28 


1958 

4i% 

98.25 

4.35 

, fy- 

Municipalities 




1951 

3i% 

100.00 

3.75 

15 ' years ■ 

1952 

4 % 

97.75 

4.24 

12 years 

1953 

4 % 

99.25 

4.09 

10 years 

1954 

4 % 

99.75 

4.03 

»> 

1954 

4i% 

100.00 

4.25 

15 years 

1955 

4 % 

99.50 

4.05 

12 years 

1956 

4 % 

99.50 

4.05 

y» 

1957 

4i% 

98.75 

4.38 


1958 

41% 

99.50 

4.55 


1959 

4 % 

99.00 

4.12 

10 years 


Note-. The interest on all the loans is gross, i.e., income and super 
taxes, if any, have to be paid thereon. 


Governnient securities, is due to the fact that the return on cor- 
porate securities contains a risk premium; besides, in the case 
of the ordinary shares, there has to be some compensation for 
the fact that the return is uncertain. That is why in respect of 
first class shares, where both the abovementioned risk/uncer- 
tainty element is very small, the yields are comparatively low. 
Thus, for instance, the income tax free yield of Tata Steel and 
Indian Iron is only 4.2 per cent. 

The question may be asked if by offering , higher return 
there is the likelihood of the private sector appropriating for 
itself a relatively major share of the investible funds of the com- 
munity. There is always some competition between Govern- 
ment and the private sector for funds but it is unlikely that this 
can reach uncomfortable dimensions so far as Government goes. 
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In the first place. Government itself 'will make some adjustment 
in its borrowing rates to suit the altered situation in the capital 
market. Secondly, joint stock companies would rarely wish to 
pay rates on their borrowing higher than what are strictly 
warranted. In fact, if any company wants to pay unusually high 
rates, the chances are it will not get the money from the public, 
since it is likely to arouse their suspicions regarding the standing 
of the company. Further, as explained in Chapter 2, the issue 
of capital, including the terms thereof, and investment by the pri- 
vate sector are subject to Government regulation, under 
the Capital Issues Control Act, the Industries (Develop- 
ment and Regulation) Act and the Exchange Control 
Act. It should be recognised that, by and large it is 
the private sector which is likely to feel the pinch in the matter 
of resources rather than the public sector. The Government is 
diverting a good part of the resources to investment in the pub- 
lic sector through taxation and deficit financing. In fact, a part 
of these funds is being diverted back to the private sector. 
Therefore, the private sector, especially the organised sec- 
tor. cannot get more funds out of the market than it should; the 
Government can also curtail the amount of assistance it gives 
directly as well as through the various institutions, including the 
investment of life insurance funds in the shares and debentures 
of companies. 

In Table 61 are given the prevailing rates of interest (and 
other terms) on Government’s small savings schemes. For in- 
stance, the postal savings bank deposits cany a rate of 2-2J 
per cent. National Plan Savings Certificates 4.25 per cent (com- 
pound interest) if held to the full maturity of 12 years and the 
Treasury Savings Deposit Certificates 4 per cent (compound 
interest), if held to full maturity of 10 years. 

The rates of interest prevailing in the unorganised sector 
are naturally much higher than in the organised sector, though 
data regarding these are not plentiful. The rates in the rural 
areas are higher than in the urban areas. The Bazaar bill rate 
(or the rate at which bills of small traders are discounted by 
shroffs), which may be regarded as the typical urban rate, is 
anywhere between 9 and 12 per cent. Some buaness 
passes at hi^er rates, namely, 12-15 per cent. Small industrial 

C.M.-18 
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lists, contractors, etc. pay these. .high rates, especia.liy where the 
loan is for relatively short periods. In the rural areas the rates 
vary anywhere from 10 to 35 per cent, though perhaps the usual 
rates range from 12 to 18 per cent The ceilings feed by the 
State Governments for rates of interest are evaded in a number 
of ways, since the private moneylender continues to be the main 
source of credit, though it is very likely that in recent years, 
with the marked expansion of co-operative credit, the rates 
charged by the moneylenders have recorded a decline. 

From the foregoing it will be seen that on the whole the 
complex of interest rates ruling in India is by no means very low, 
as is generally supposed. 

It would appear that by in 

India are-not affected by the trend of rates abroad. There is 
very "little how of Indian funds abroad; as 'regards inflow of 
"“"“foreign fuhdsr there used to be some movement of short-term 
funds from London to India during the busy season, mainly 
through the exchange banks, but this has diminished to insigni- 
ficant proportions in recent years, partly because the higher 
levels of money rates prevailing in the U.K. As a matter of 
fact, the excharige banks have been large borrowers from the 
Reserve Bank. It is not suggested that the pattern of interest 
rates in India vis-a-vis the rates abroad will not have any effect 
on the movement of capital into India or out of India by foreign 
companies. However, the inflow of foreign capital is largely in- 
fluenced by the profitability of investment in India and the 
naturolbf Government policies concerning foreign capital. It 
would appear that abroad there is latterly a growing impression 
that in both respects India is rather favourably situated for: 
foreign" capital to come in. 



Chapter 11 

SUMMING UP 

The foregoing account, it is hoped, supports the view ex- 
pressed in the introductory chapter that the Indian capital mar- 
ket is fairly well developed. The integration of the market is also 
proceeding well, with institutional intermediaries playing a pro- 
gressively larger role. There has been a significant stepping up 
of the mobilisation of resources for investment, in the public as 
well as private sectors. While the public sector’s share of invest- 
ment is steadily rising, the private sector too is recording a rapid 
growth, and Government has taken many steps to promote saving 
and investment. In particular, there is at present an elaborate 
legislative code to protect the investors’ interests; apparently, 
some of the enactments give' the impression of scaring aiway en- 
terprise, but in practice this has not, by and large, happened. 

There is also a fairly well organised machinery to channe- 
lise savings into productive enterprise. The functions of company 
promotion, issue and underwriting are not however, so specialised 
as in the developed cmmtries; on the contrary, to a considerable 
extent, the same agency, namely, the managing agents, combines 
all these functions and what is equally important, engages in day- 
to-day management also. Over the years, curbs are being placed 
on the managing agency system, but these are on the whole rea- 
sonable and should not, by and large, affect the system adversely. 
The principal curb is on the remxmeration payable to the manag- 
ing agents; the latest decision of Government to fix a slab system 
of remuneration, from 10 per cent of profits to 4 per cent on profits 
of over Rs. 1 crore should generally be regarded as reasonable. 
The desire to earn profits directly is not the only incentive to 
business enterprise. The running of an enterprise carries with it 
so many tangible and intangible benefits, prestige and a sense of 
creative activity, that few entrepreneurs would like to give up the 
managing agency form of business organisation. In any event, the 
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disappearance of the managing agency system is likely to be very 
v^ery gradual, without giving, rise-* to any difficult problems of 
transition. In the matter of supply •. of entrepr-eneiirship, India is 
now ver}^ fairly well placed. .The;’*' country’s bottleneck is not so 
much business leadership as inadequacy of trained personnel of 
ail types and' at all levels, and'‘sa.ving. As a result of the marked 
growth in the volume and ^.-variety' of investment activity, the 
functions of issue, underwriting etc: of capital are, in due . course, 
bound to get specialised. 

With the recent expansion of underwriting activity, under the 
leadership of the Industrial Credit and Investment Corporation of 
India, and the establishment of various finance corporations, the 
arrangements for the issue of new securities may be regarded as 
being generally satisfactory. ln fact; the problem is now one of 
some duplication, raising questions of co-ordination, which it may 
be hoped will be satisfactorily tackled. It would appear that for 
at least some years to come there may be no need to set up any 
new institution for the provision of finance for industry. The 
working of the existing institutions should be streamlined and ex- 
panded adequately. The various special finance corporations are 
predominantly engaged in the channelling of resources to the 
private sector rather than in the mobilisation of resources from 
the public directly. In the nature of things this is inevitable. 
However, to the extent that the assistance by these corporations 
brings forth investible funds from other sources, their operations 
can be regarded as contributing to the mobilisation of savings 
indirectly; also, when these enterprises start functioning, there is 
scope for further saving effort through reinvestment of profits. 

While probably no new financing agency is called for in the 
industrial sector, there is perhaps a case for giving some en- 
couragement to the formation of investment trusts, especially of 
the ‘unit’ type, to mobilise the savings of small investors, who do 
not evince much interest in investment in shares. The most im- 
portant incentive that can be given is in respect of taxation. These 
trusts, which must be prohibited from engaging in any business 
other. than investment, should be exempted from payment of in- 
come, and super taxes. At the same time, they must be compelled 
r to distribute nearly all their profits. There should also be ai ceiling 
on . expenses of management, though they must be adequate to 
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draw people to start and manage the trusts. If this is done, the 
investors will not suffer reduction of income and at the same 
time Government revenues will not suffer. In the beginning, the 
initiative may have probably to^ come from official sources. The 
formation of a subsidiary jointly by the State Bank of India and 
the Life Insurance Corporation could- be- considered for the pur- 
pose. There is also need for adequate legal provisions to prevent 
managerial malpractices; perhaps, as in the U.S.A., separate 
legislation could be undertaken for the purpose. 

The marked expansion in the new issue activity in recent 
years indicates the growing capacity of industry to raise resources 
from the public. Although not much statistical evidence can be 
adduced, it would appear that the habit of investment in shares 
and debentures is slowly spreading among the people. There is 
a gi'eat deal that the stock exchanges and investment brokers can 
do to accelerate this process. So far, the tendency appears to have 
been to sit in the ivory tower and expect people to rush to buy 
securities. Canvassing and piublicity seem to be as important in 
promoting investment in shares and debentures as it is in the field 
of promotion of life insurance activity, for instance. 

The int^ration of the organised and the unorganised sectors 
of the ca$>ital market on the one hand and the money and capital 
markets on the other is proceeding apace steadily. The extension 
of banking into the interior, both by the State Bank of India and 
other scheduled banks (the expansion of branches in the last five 
years being of the order of 40 per cent), the diversification of the 
functions of commercial banks, thb rapid expansion of the co- 
operative credit organisation, the establishment of the various spe- 
cial financial corporations, the growth of the joint stock form of 
business. Government assistance to industry and the expanding role 
of the Reserve Bank in the sphere of rural credit and also indus- 
trial finance have all been contributing to this integration, which 
is of course a continuing process. The reservoir of investible funds 
is widening and from this common pool funds are being chan- 
nelised into the various sectors, partly in accordance with such 
statutory requirements as exist and partly in accordance with the 
pattern of the return on investment. The general theory of invest- 
ment is not to put all the eggs in one basket and so the rate of 
return is not uniform, dep^ding upon a variety of factors, includ- 
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ing in particular liquidity and marketability of the investments. 
The above developments are making it possible for the invest- 
ment activity in the private sector to record a steady rise. 

As far as one can foresee, the Government will have to play 
the dominant role in the matter of mobilising resources, regard- 
less of its undertaking directly a large share in investment activity. 
In a country like India, with low per capita income, taxation, 
small savings schemes and contractual forms of savings like 
provident funds and life insurance would have to play an im- 
portant role; and since these modes of raising resources are 
directly in Government’s hands, its role in savings mobilisation 
is substantial. 

In considering problems of saving and investment, what 
Professor Lewis calls the ‘behaviour’ of Government naturally 
assumes considerable importance. Notwithstanding the talks of 
establishment of a socialist pattern of society and the various 
regulatory measures, as well as high taxation (though the ‘high- 
ness’ is partly apparent, if regard is had to the various rebates 
and allowances), investment in the private sector has recorded 
a substantial rise in recent years. Basically — and putting it cru- 
delay — the ‘bark’ of the Government might be alarming 
at times but not the ‘bite’. This is not to say that all the policies 
of Government in the economic sphere can be defended. In a 
developing economy. Government has to experiment in the 
spheres of taxation etc. but it should avoid fitful 
changes of policy. While sometimes the Government takes 
credit for the achievements of the private sector, no?' and then 
one also gathers the impression that Government is somewhat 
concerned at the rapid progress achieved by the private 
sector. If one recalls that the primary reason for the 
Government’s taking initiative in the matter of economic de- 
velopment is the inadequacy of private enterprise, it is difficult 
to understand Government’s concern at the progress which the 
private sector is making, especially when investment in the or- 
ganised sector is subject to a large measure of regulation by 
Government. One of the most pertinent observations of Keynes 
was that the failure of capitalism was that it did not do enough 
rather than that it did too much. However, all said and done, 
the policies of Government bav© been pragmatic and the era of 
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planning which Government inaugurated in 1951 has provided 
plenty of stimulus to economic growth. The credit for arousing 
the country from economic stagnation should go largely to 
Government, which has done much to inculcate in the people a 
desire to make rapid economic progress and to demonstrate 
that such progress is possible. 

The Government has undertaken much investment in the 
spheres of transport, irrigation and power, agriculture, education, 
public health and some basic industries. This is something which 
the Governments in all the developed countries have done and 
generally been doing. All this investment has been laying the 
solid foundation for an all-round growth of the economy. In 
other words, by and large, the public and private sectors have 
so far been largely complementary rather than competitive and 
there is no reason to think that this may not continue. Nor, 
broadly speaking, have the Governmenf s regulatory measures 
so far been such as to discourage saving and investment, though 
occasionally pronouncements of Government spokesmen have 
served to create uncertainty and apprehension. Fixation of 
prices in respect of important commodities such as steel is done 
largely on the advice of an expert and quasi-independent body 
like the Tariff Commission, which takes into account the need 
for allowing a reasonable return on capital in order to ensure 
adequate growth. Likewise, in the areas where rent controls 
are prevalent, care is generally taken to fix a reasonable return 
on investment, though there is not much justification for the 
^controlled’ rents to remain largely unchanged in respect of prewar 
dwellings, resulting in indiscriminate subsidy to dwellers at the 
expense of the landlords and the general public in the long run. 
On the whole, however, price controls and the regulation of the 
direct return on capital should be kept down to the minimum. 
They tend to create rigidities and inequities, affect the marketa- 
bility of assets and discourage the flow of savings into channels 
indicated by the preference of consumers. There is also need to 
avoid too detail^ administrative regulations and formalities, 
which discourage enterprise. 

Broadly, therefore, it may be stated that the general environ- 
ment in the country and the machinery of the capital market are 
favourable for the mobilisation of saving. Actually, they are 
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inter-related. The growth and variety of the machinery for 
inobilisation of savings are themselves- conditioiied by the develop- 
iB-ent' of' investment opportunities and' the genera! willingness to ■ 
save and entrust the savings to others for investment. 

It was mentioned in the introductory chapter that in the 
last 6 - 7years the saving effort has on the whole been encourag- 
ing, though in the last three years or so there has been a significant 
gap between investment and saving, the higher investment being 
financed through larger foreign aid and utilisation of our foreign 
reserves. While the continuance of a significant volume of foreign 
aid is essential, there is need for stepping up significantly the 
saving-income ratio from the present level of around 8 per 
cent, in order to accomplish a bolder Third Plan. Rough esti- 
mates indicate that net investment (inciuding investment in in- 
ventories) in the Second Plan may turn out to be about Rs. 6,500 
crores -and. there appears to be a general feeling thM-tbe target 
of investment for the Third Plan has to be of the order of Rs. 
10,000 cirores. Therefore, there has to be a stepping mp of the 
saving-income ratio to something like 11-12 per cent. This is not 
beyond achievement, but it requires concentrated effort on ^thc 
part of Government and the general public. 

As already mentioned, the problem of saving mobilisation is 
particularly difficult in respect of the relati\'ely small income groups.. 
Besides taxation, the Government has to make an effort to mobi- 
lise savings in other ways. Now and then, suggestions are made 
to introduce measures of compulsory saving, but by and large 
these are impracticable and raise difficulties of equity and ad- 
ministration. The one form of saving in which compulsion is. 
prevalent is provident fund contributions; the provident fund 
scheme is being rapidly extended and there is further scope in 
this direction. There is considerable scope for the mobilisation 
of voluntary savings, through such media as life insurance and 
Government’s small savings schemes. Here, there is scope for 
substantial improvement in the publicity and propaganda 
arrangements by the LIC and Government. The terms of the 
issue of the small savings instruments as well as life insurance 
policies also require to be made attractive and the procedures 
should be simplified. A lot has been ' accomplished in these 
directions in the last few years, but \^ry much more requires to 



- ■ Summing Up '283 

be done. The striking success which the Bombay Government 
has achieved in the last two years in mobilising small savings 
demonstrates the powers of adequate publicity and campaigning 
in this connection. 

The really difficult thing is the mobilisation of rural sav- 
ings. As - already mentioned, the co-operative organisation has 
done comparatively -little to mobilise rural savings. Of course, 
to a considerable e.xtent, this may be a reflection of the low 
quantum ;of rural savings. However, further organisational 
effort is called for -to raise rural savings in monetary terms. It 
should be noted that even small increments of per capita' saving 
will mean much in the-, aggregate. There is, of course, consi- 
derable scope for mobilisation of non-monetary savings, but 
this again is primarily a matter of -’-organisation and the Commu- 
nity Development Programme should -take care of this more in- 
tensively than at present. It is also necessary to stimulate con- 
sumption habit -in the rural - areas that the people might: 
bring forth ■ larger output. It might appear that stimulating con- 
sumption would affect adversely the saving ability of the far- 
mers, but this ■ approach is- static - and ignores the beneficial 
effects of increased consumption upon -productive efficiency and 
the desire to produce more. If consumption, including that of 
durable goods, is stimulated in the rural areas (for which pur- 
pose Government may set up shops and emporia and also 
organise mobile -shops and exhibitions, which are now confined 
mostly to the big towns and cities), there would be partly a 
diversion of savings from investment in precious metals and 
partly additional savings would be created through increased 
output of agricultural commodities, for which there is suffitient 
scope. Contrary to the general view, the Indian rural popula- 
tion is casting off its traditional ways and it should respond 
favourably to the treatment of ‘consumption’. 

An important point for consideration in the task of more 
effective mobilisation of small savings, particularly in the rural 
areas,' is -whether the present level of interest rates offered on 
the small savings schemes are attractive. As mentioned in the 
previous chapter, the interest elasticity of saving is an unknown 
quantity, but it has' not been proved that higher’ rates 
will not attract more savings.- In the rural areas, where 'the 
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pattern of interest rates is high, the offer of higher rates on 
small savings schemes upto a limit, of say Rs. 2,000, is worth 
tiying. A rate of something like 4|-5 per cent on the postal 
savings deposits and something like per cent on the various 
certificates (with some tightening of withdrawal facilities) 
should be in order; it may be noted that the current 
return on good preference and ordinary shares, is on an average 
6 per cent tax free. The higher rates will of course have 

to be offered to all small investors, regardless of their residence, 
rural or urban. The attractive rates may also help to divert 
savings from gold and silver, to some extent. While on the 
subject of investment in bullion, it is for serious consideration 
whether we cannot have a law bainning the private holding of 
gold above a certain limit. This would recognise that upto a 
small quantity there can be no objection to the ownership of 
gold for religious and other social purposes. It would appear 
that while the major part of the gold stocks are distributed over 
millions of small holders a not insignificant part of the stocks 
is accounted for by the relatively well-to-do classes, including 
those who indulge in tax evasion. It is a serious lacuna that 
there is no law to prevent a man from acquiring as much gold 
as he chooses to. This freedom of acquisition of gold does 
not prevail in many countries. The measure like the one sug- 
gested should not affect the vast masses of the population and 
might in fact help them. Such a measure will also lead to a 
further reduction of smuggling activity. There are of course 
many administrative difficulties, but the very presence of a law fix- 
ing an upper limit to holding would certainly have a deterring 
effect on excessive purchases. The adoption of a measure like 
this would of course require a great deal of political courage. 
Experience in other spheres of policy, such as for instance, 
family planning, has demonstrate that the Indian public can 
respond favourably to a sensible proposal. 

Having said this, it should also be pointed out that purchase 
of gold and silver on a scale is no crime against society; 

nor is it a sign of uncivilizedness. It is wrong to carry much 
too fair the distinction between private holdings and official 
holdings of gold. The value of gold for monetary purposes 
cannot be entirely dissociated from its value as an article of 
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consumption, though it is hardly consxuned away. In an ex- 
treme emergency, the private holdings should become available 
for meeting external payments deficit. In this connection, it is 
well to recognise that in the nineteen-thirties India exported 
about 40 million ounces of gold. The use of gold in the 
coimtry is a multi-purpose device: while being indestruc- 
tible and conferring enormous liquidity on the holder it also pro- 
vides a lot of satisfaction to the wearer of the ornaments. 
Sometimes, foreigners seem to be of the view that the mobilisa^ 
tion of saving in India is largely dependent on our people’s 
giving up the purchase of gold and silver. This is a superficial 
view of the situation. As was brought out in the earlier chap- 
ters, saving in other forms is fast growing. The fact that we 
hawe given up totally silver coinage, whereas several developed 
countries are adhering to it, indicates that we can take a 
rational view of things. 

As already mentioned, a heavy responsibility lies on 
Government for mobilising domestic resources and for channel- 
ling them. On the positive side, three ways are open to Govern' 
ment to mobilise resources, namely, taxation, borrowing and 
deficit financing. On the negative side, economy in expenditure 
is also a way of conserving resources for investment. There 
appears to be a general impression that the non-development 
expenditure (even excluding defence expenditure) of Govern- 
ment is rising much more rapidly than it should. A developing 
economy requires austerity which should be practised by Gov- 
ernment as much as by the public. A poor country cannot 
afford to indulge in the luxury ^ what has now become famous 
as Parkinson’s Law, either in the public sector or the private 
sector. 

Coming to the positive aspects of mobilisation, there is. 
little doubt that the maximum emphasis has to be placed on 
taxation, including an appropriate pricing policy for the pro- 
ducts and services provided by Government enterprises. It is 
sometimes asked, especially with reference to the excise duty, 
whether there is any difference at all between taxation and 
deficit fina ncin g. In this connection, it has to be borne in mind 
that the fundamental difference between the two is that in the 
case of taxation the sacrifice of current consumption is done 
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iB a deliberate and planned manner," causing the least inequity, 
whereas deficit inaiiciiig, is a disorderly'* way of obtaining that 
sacrifice. In Tesorting to taxation, there ■ could be, however, a 
conflict of interests between maximum -::growth''' 'and social 
justice. Since the relatively large unconie;* classes normaliy save 
the greater part . of ■ their income, - while... ‘ the s.maller ■ sneome. , 
people, co.nsume aw.ay , most' - of 'it, purely ■ from the .point "-of 
view .of , promoting saving and inve.st men!, . the rich. 'have,; to be 
taxed rather lightly and the smaller income people rather 
heavily. But that would conflict with the ends of social Justice, 
which is a very, fuiidamental 'Objective -of our Gonstitution. On 
the whole, the Government has successMly ' endeavoured to tax 
people at all income levels, though ■ one gathers ’ the impression 
that the agricultural sector is not being taxed adequately. 

It is difficult to say if high taxation affects the 
save and invest except perhaps at very high ■income -brackets, but 
it certainly affects, the ability to save, of individuals' as well as 
■the corporate' enterprises. In fact,. it might stimulate -the willing- 
' ness to save. The general effect of high taxa.tion ■ has been to 
render it extremely ..difficult for proprietary and partnership enter- 
prises to grow, . without much of loan assistance. This lias pro- 
bably contributed both to gradual- expansion' of the corporate 
enterprises and for transfer of some resources back .from, the 
public to the private sector, for development purposes. Also, 
channelling of funds through institutions, is steadily expanding 
in relation, to other sources, ' In considering changes in taxation 
for a bolder Third Plan, this aspect of ensuring adequacy of re- 
sources for investment, especially .for corporate enterprises, has 
to be borne in mind. This is of course basically, related to the re- 
lative share of the public and private sectors in the total pro- 
jected investment for the whole economy. 

Borrowing operations naturally have a second * place. It is 
important to remember that not all borrowing is non-irifla- 
tionary. As a matter of fact, in some of the Western countries, 
particularly in the United States, any borrowing is regarded as 
constituting a budgetary deficit, though certain types of borrow- 
ing are inflationary and certain other types non-inflationary. A 
large marketable public debt is regarded as inherently infla- 
tionary as it contributes to the liquidity of the economy. This is 
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paiticutairly so in regard, to the eontributioi}, of cotrunercial banks 
to the Government borrowing programme, since generally it is 
inflationary in character. There is, therefore, the utmost need to 
encourage small savings and purchase of Government securities 
by non-bank investors. 

As regards the role of deficit; 'financing, there appears to be 
general agreement that upto a limited extent it is useful and neces- 
sary in mobilising resources and stepping up the tempo of invest- 
ment activity, though nobody has been able to say precisely as to 
what is meant by “to a limited extent” or “on a modest scale.” 
However, in practice it is not very difficult to say when inflation 
has been excessive. While not all deficit financing need lead to 
inflation, in practice they are synonyms in underdeveloped 
economies, since generally, the point of inflation is reached pretty 
soon. In this connection, it is not much profitable’ to refer to the 
experience of the developed coimtries, many of which have had 
serious inflation in the early stages of development. The political, 
social, institutional and the international economic environment 
now prevalent in India, for instance, is totally different 
from what prevailed 100 to 150 years ago in the develop- 
ed countries. In those days, the sufferings of the large masses of 
people, as a consequence of inflation, went largely unheeded. 
Labour was either not organised at all or iU-organised. Further, 
the economies were free so that there wais quick response to the 
stimulus of inflation and the process of growth was achieved in a 
rather short time. Our conditions are dissimilar. 

In the under-developed countries there is not much of ex- 
cess capacity and in general there are inelasticities of various 
sorts, so that response to the stimulus of inflation in the form of 
larger production is rather poor. Also, the attitude of organised 
labour and even salaried employees is very important; if, -as in 
our country at present, there is very little toleration of a rise 
in prices and cost of living, leading to widespread demands for 
wage and salary adjustments, deficit financing is not .of much 
avail. There is also the question of the effect on voluntary savings 
of inflationary trends. Here one has to make a distinction between 
willingness and ability to save. It is hard to say that inflation will 
necessarily lead to diminished willingness to save, especially if it 
is not expected to be a prolonged one. It could conceivably lead 
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to greater saving effort insofar as people may like to be sure of a 
certain HimimuDi real purchasing power when the savings have 
to be drawn upon. But tihere is little doubt that for most sections 
of the conimunity, except the entrepreneurial and the trading 
classes, the ability to save will be seriously affected by inflation. 
It is difficult to say whether, in the long run, aggregate saving 
will in fact record a significant rise, as compared to the magnitude 
of deficit financing. Also, the likelihood is there of saving taking 
unproductive forms such as building up of inventories. Large-scale 
deficit financing will also lead to serious balance of payments 
difficulties and devices like exchange control are of limited effi- 
cacy in maintaining exchange stability. On the whole, therefore, 
it is desirable to restrict resort to deficit financing and to see that 
it is incurred for productive purposes only, particularly for in- 
vestment with a short gestation period. Also, there is much merit 
in the suggestion that if inflation is to be used for capital formar 
tion, it should be done intermittently rather than continuously^ 
so that speculative forces may be held in check by a jolt now and 
then, and the favourable stimuli of inflation may be fully ab- 
sorbed. 

In this connection, the observations of the Federal Reserve 
Bank of New York, based on a study of real output and price 
trends in sixteen under-developed countries of Asia and Latin 
America, will be read with interest.* 

The principal generalization they (i.e. the data) suggest is that 
the countries where prices advanced moderately or not at all 
from 1950 to 1957 experienced rates of economic expansion which 
by and large were steady and which clustered around an average 
of close to 6 per cent annually. In contrast, the countries where 
sustained inflationaiy pressures developed during this period have 
shown widely varying and somewhat sporadic growth; the aver- 
age rates of growth have ranged from less than 1 to more than 
7 per cent, with an average of about 4 per cent for the whole 
group. 

Economic development through inflation has repeatedly turned 
out to be a chimera. It is unacceptable as a conscious economic 
policy. Price stability, as the record shows, is not a luxury that 
only a few selected countries can afford; nor is it an unattainable 
goal in a country attempting to achieve a breakthrough that will 
launch the economy on the road to cumulative economic growth. 
If it were, there could be no balanced or lasting economic deve- 
lopment. 

♦ Monthly Review, August 1959. 
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These observations, coming as they do from a central bank- 
ing institution, may perhaps be regarded as over-stating the case 
for financial orthodoxy but they serve to indicate that deficit 
financing has to be employed judiciously. It might be consider- 
ed that, as compared to under-developed countries generally, 
India is better situated to benefit from the expedient of deficit 
financing. For, her economy is now rather diversified; there is 
a regulatory apparatus to prevent, to a fair extent, distortions in 
investment, and the tax machinery is well developed to withdraw 
part of the new incomes generated. What is the experience of 
the Second Five Year Plan, which commenced on Api^ 1, 1956? 
In the first 4 years, the Plan outlay in the public sector is estimat- 
ed at Rs. 3500 crores (the investment content of which should 
be of the order of Rs. 2800 crores); in the same period, deficit 
financing is likely to amoimt to Rs. 1075 crores, or roughly 30 
per cent of the Plan outlay. A good part of this is not deficit 
“ financing in the sense of uncovered domestic expenditure; the 
deficit has also been incurred to cover foreign expenditure 
and there has been a simultaneous reduction in foreign reserves, 
which have also been drawn upon for financing excess of imports 
on private account. Thus, in the above 4-year period, the de^ 
dine in foreign reserves may be put at a little over Rs. 600 crores 
(including the purchase of dollars from the I.M.F.) or almost 60 
per cent of the budgetary defidt. Even so, commodity prices 
have been rising more or less continuously, the net rise in the 
general index of wholesale prices in the 4 years being of the 
order of 20 per cent. This may not be regarded as unsatisfactory 
as compared to the performance of under-developed countries 
generally and perhaps of some developed countries too. How- 
ever, particularly in view of the rather small size of our foreign 
exchange reserves (as of mid-February 1960, the Reserve Bank’s 
holdings of foreign reserves amounted to Rs. 203 crores, exclud- 
ing holdings of gold of the value of Rs. 118 crores), we have to 
proceed with circumspection in the matter of resorting to defidt 
financing . In this connection, it is gratifying to learn that the 
estimated deficit financing for the year 1960-61 is lower at 
Rs. 153 crores as compared to Rs. 190 arores in 1959-60 and the 
high of ahtacet Rs. 500 crores in the year 1957-58. In this matter. 
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as in many others, our approach has to be pragmatic. We are 
not yet in a position to gauge precisely the potentialities of our 
economy and the use of deficit financing has, therefore, to be 
continuously adapted to the situation as it develops. It is doubt- 
ful if any cut and dry formula or model can be usefully evolved 
for this purpose. In this matter a lot depends upon human res- 
ponses and attitudes which it is not easy to predict. Incidentally, 
the deficit financing figures also cover the working capital require- 
ments of the public sector enterprises. In this connection, it would 
appear to be desirable for public industrial undertakings to 
utilise the commercial banks, say the State Banks in . particular, 
for purposes of obtaining credit for working capital and for 
general banking purposes. 

It is also necessary to point out that deficit financing is not 
confined to the public sector. Private sector too resorts to it, 
through borrowing from the banking system. The monetary 
authorities have to take appropriate measures to regulate the 
expansion of bank credit, including access of the banks to the 
central bank, in a manner that will contribute to general mone- 
tary stability, though in the context of Indian conditions, there is 
not much scope for the multiple creation of credit by banks. It 
would appear that in the Second Five Year Plan so far, the ex- 
pansion of bank credit has on the whole been modest; in the 
case of scheduled banks (i.e. member banks of the central bank- 
ing system) the net expansion of credit went on declming from 
Rs. 139 crores in 1956-57 to Rs. 63 crores in 1957-58 and Rs. 51 
crores in 1958-59. In the year 1959-60 it looks as if the expan- 
sion would be larger, reflecting mainly the sharp recovery in tide 
growth of industrial output. As of mid-February 1960, the out- 
standing credit extended by the scheduled banks stood at Rs. 1053 
crcares, representing an increase of about Rs. 100 crores over a 
year. In this 4-year period the expansion of credit has been 
less than the growth of time deposits, even if P. L. 480 deposits 
are excluded. 

The Reserve Bank of India has been alive to the need for 
regulating the expansion of credit to match the legitimate require- 
ments of a growing economy. The Bank has repeatedly stated 
that its policy is one df ‘controlled expanaon’. In the period 
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March 1956-May 1957 or roughly the first year of the Second 
Plan, the Bank raised its lending rates to scheduled banks by 
|-1 per cent It has also been making sales of securities. 
Further, the Bank has taken measures of selective credit control 
in respect of advance against foodgrains, sugar and oilseeds; the 
Bank’s view, however, is that selective controls are only of mar- 
ginal significance. 

It may be hoped that in the years to come monetary weapons 
will be fully pressed into service. It is hardly necessary to em- 
phasise the need for a proper co-ordination of monetary and 
fiscal policies, though there is little doubt that in the task of 
achieving growth with stability the role of monetary policy is 
;a comparatively minor one. All the same, the fullest use should 
be made of monetary instruments, the efficacy of which is perhaps 
underrated. The organised and the tinorganised sectors of the 
money and capital markets are not so unconnected as to 
render changes in monetary policy ineffective over a wide area of 
the economy. There has been a steadily growing dependence on 
the Reserve Bank for accommodation by commercial and co- 
operative baiiks as also some of the finance corporations. Surely, 
changes in the cost and availability of credit and in 
capital values have important effects on the economy. If 
we believe in the objective of democratic planning, we 
have to utilise, to an important extent, the market mechanism 
rather than too many detailed regulations, and monetary instru- 
ments can make a useful contribution towards this end. Paradoxi- 
cal as it may seem, to the extent that there is a substantial resort 
to deficit financing, there is greater need for vigilance on the 
part of the central bank to immobilise as much of the additional 
bank reserves as possible and to restrain resort by banks to the 
central bank for accommodation. 

In the under-developed countries, the role of the central bank 
is not merely regulatory; it has also a positive or promotional 
aspect. The central bank has to play an important role in creat- 
ing an adequate machinery of credit for financing the growth of 
the economy. At least in the early stages, the credit system has 
also to be given some sustenance by the central bank. In this 
respect the Reserve Bank of India has done much good work. 
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particularly in the field of rural credit. It has also taken iuterest 
in the creation of the institutional macMnery for the provision of 
industrial finance. The expansion of banking facilities is yet an- 
other field in which some good work has been done by the Bank» 
but there is obviously scope for much further progress in these 
directions in the years to come. 

It is hardly necessary to emphasise that even with the best 
of efforts to mobilise domestic resources, a substantial amount of 
foreign aid is required for the development of the eco- 
nomy. In the Second Plan period, the quantum of foreign aid has 
been quite substantial. The total amount of authorised assistance 
in the Second Plan, till the end of 1959, was Rs. 1280 crores, 
of which about Rs. 850 crores was utilised by the end of 
September 1959, It is important that foreign aid, especially 
the loan part, is used wisely in order to promote capital 
formation rather than consumption. It would appear that 
something like 35 per cent of the aid utilised in the Second Plan 
has been for purposes of importing articles like foodgrains, cotton, 
tobacco, etc. It is true that the counterpart funds of these imports 
provide the resources for capital formation, but even so it is 
desirable to keep down the imports of such agricultural com- 
modities when there has ail along been considerable scope for 
larger output of these within the country. It is hard to realise 
that in the last 9 years or so we have imported more than 
Rs. 1,(K)0 crores worth of foodgrains. It is true that as a country’s 
economy gets diversified, with the growth of manufactures, de- 
pendence on imports of foodgrains etc. may tend to increase. But 
in present Indian conditions, when we can raise our out- 
put of foodgrains and industrial raw materials, food imports of 
the above order cannot be justified, particularly financed by loans, 
leaving as they do a heavy burden of interest and amortisation 
charges. 

Inevitably, the major share of foreign aid will go to projects 
in the public sector. Again, the major portion of the aid is likely 
to come from foreign governments and international institutions, 
raither than from private sources. During the four years 1954 
through 1957, the gross inflow of private capital into India was 
only of the order of Rs. 100 crores, of which retained earnings of 
foreign enterprises operating in India were Rs. 53 crores. The signi- 
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ficant thing is that the new capital coming into the country is steadi- 
ly rising, from an average of Rs. 9 crores in 1954-55 to Rs. 16 
cfores in 1957. Net inflow (i.e. deducting the outflow) during this 
period was Rs. 74 crores, of which the petroleum industry alone 
accounted for Rs. 57 crores. During the last three years or so, 
deferred credit would appear to have been rather an important 
source of foreign private capital. From the stray data that are 
available, it should not be surprising if the amount of deferred 
credit received ran into Rs. 40 - 50 crores during the last three 
years. Recently there has occurred a perceptible improvement in 
the climate for the flow of foreign private capital into India. There 
is increasing evidence of willingness for foreign capital to come 
into India in collaboration with the Indian capital. 

Economic progress is, in the idtimate analysis; dependent 
upon two factors, namely, enterprise and thrift and the mere 
establishment of institutional facilities will not bring forth addi- 
tional resources. What is required is the development of an atti- 
tude of effort and sacrifice, bearing in mind the long-term in- 
terests of the economy. The development of such an attitude is 
necessarily a time consuming process but the comforting thing is 
that progress in this direction is being made. “What is in 
doubt is not whether it is economically possible to step up the rate 
of capital formation, but whether it is politically possible to do 
so within the democratic framework”.* In the long run. Govern- 
ments will lose confidence by doing less in the matter of mobilisa- 
tion and investment rather than by doing more. 

As motioned at the beginning of this book, there appears 
to be little doubt that notwithstanding the Indian Governmenfs 
declared objective of the establishment of a socialist pattern of 
society, at least for many years to come the private sector will 
continue to have considerable scope for expansion. In fact, it is 
not beyond the realm of probability that a time may come when 
the Government may hand back to private enterprise the manage- 
ment of many of the public enterprises, being content to 
exercise a broad measure of regulation to promote expansion, 
efl&ciency and social justice. Or there could also be joint ventures, 
on a large scale, with Government and the private sector colla- 
borating. The forms of social and economic organisation will un- 

W. A. Lewis, The Theory of Economic Growth. 
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doubtedly change largely in response to the new patterns of 
scientific achievements, but the necessity for saving and capital 
fcarmation will continue for all time. While as a result of progress 
of science the supply of goods and services would increase, the 
demand for these would also increase. This is the eternal econo- 
mic problem. Subject to this basic postulate, what is required is a 
Continuous adaptation of thinking and techniques to new situa- 
tions. This is as true in the sphere of capital market as in the 
field of economic and social organisation in general. 

As Keynes said, “it is ideas, not vested interests, which are 
dangerous for good or evil”. Whether banks should engage only 
m short-term lending or go into the sphere of medium and long- 
term lending, whether the financial corporations should give only 
loan assistance or also participate in equity financing, whether 
the solution to the rural problem lies in developing only the co- 
operative system or other solutions are possible etc. etc. are issues 
on which it is not necessary to have dogmatic views, having the 
air of eternal validity. It should also be mentioned that the eco- 
nomic system, like the human body, has checks and balances and 
can get on weU without much of doctoring. Taking the 
analogy further, while the human anatomy and physiology are 
the same in fundamentals, there are infinite variations in detail as 
between one individual and another. Likewise, while the factors 
governing the growth of economies are broadly uniform, there is 
scope for many variations in detail in respect of targets, tech- 
niques, time schedules and results, from country to country. As the 
saying goes, necessity is the mother of invention. So long as peo- 
ple are seized with the desire to achieve material advancement 
and to obtain economic security, as our people seem to be, all 
kinds of devices and expedients will be developed to find the 
resources for development. It is probably correct to say that the 
‘religious’ attitude or the ‘spiritual’ nature of the Indian people 
is not standing much in the way of economic growth. Rather, we 
now seem to be in the transitional phase when we are eager to 
enjoy material prosperity but are not yet prepared to put in 
adequate effort for the purpose. There is, however, ground for 
optimism. 
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